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At the annual meeting of the firm, held at Seaview Country Club, Absecon, 
N. J., in September, certain of the technical sessions were devoted to discus- 
sions of various phases of the federal income and excess profits tax law and 
regulations. A number of papers were presented, which the firm believes will 
be of special interest to the Staff, and which are reproduced in this issue of the 


L. R. B. & M. JOURNAL. 


Reorganization of the Bureau of Internal Revenue 


By ALBERT W. DIEFFENBACH 
(Washington Office) 


Reorganization of Washington Head- 
quarters: 

The reorganization at Head- 
quarters of the Bureau in Washing- 
ton, after the smoke has partially 
cleared, impresses one as being, 
from the practical point of view, 
largely a change in the title of the 
jobs and in some instances a change 
in the person to fill the job. This 
statement is true at least insofar as 
our dealings with the Bureau are 
concerned. 

One of the divisions of the Bureau 
which this firm’s Washington office 
frequently contacts is now labeled 
“Technical Ruling Division,’’ which 
was formerly the Practice and Pro- 
cedure Division. This Division 
processes the majority of the cor- 
poration rulings and also frequently 
will give us informal opinions as to 
the Bureau’s position on certain 
sections of the law. 

Another division which issues rul- 
ings and opinions is the “Special 
Technical Services Division,” which 


consists of the Exempt Organiza- 
tions Branch, Pension Trust 
Branch, Reorganization & Dividend 
Branch, and the Engineering & 
Valuation Branch. All of these 
named branches were in existence 
in one form or another prior to the 
reorganization. 

The Chief Counsel’s Office ap- 
pears to have been changed very 
little in the reorganization. We are 
told that fewer applications for rul- 
ings will be sent to that office from 
the other divisions for review, and, 
in addition, the other divisions will 
have greater power with respect to 
new legislation and in writing the 
regulations. However, as always, 
it seems that the attorneys in the 
Office of the Secretary of the Treas- 
ury will still have the final word 
to say about the regulations. 


Reorganization of the Field Service: 


You probably will be more in- 
terested in how the reorganization 
will affect your day-to-day dealings 
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with the Bureau, that is, how will 
the Bureau, as reorganized, function 
at the Director of Internal Revenue 
level. But first a word about the 
higher echelon in the field. 


District Commissioner’s Office: 


The top man in any Internal 
Revenue District will be the Dis- 
trict Commissioner. 

The District Commissioner’s 
office will be composed of a District 
Commissioner, his immediate staff, 
and six Assistant District Com- 
missioners who will have the follow- 
ing titles: Assistant District 
Commissioner, Administrative, who 
will generally supervise the ad- 
ministrative matters for the Dis- 
trict; the Assistant District 
Commissioner, Collection, who will 
manage and direct the collection 
program in the District; The Assist- 
ant District Commissioner, Audit, 
who will manage and direct the 
audit program, including the de- 
linquent returns and collections pro- 
gram for the District; the Assistant 
District Commissioner, Intelligence, 
who will head the intelligence work 
for the District; the Assistant Dis- 
trict Commissioner, Appellate, who 
will head the Appellate Division for 
the District, and the Assistant Dis- 
trict Commissioner, Alcohol and 


Tobacco Tax, who will be in charge 
of that work for the District. 

The District Commissioner’s 
office is a supervisory and manage- 
ment office in relation to the Direc- 
tors’ offices. The District Commis- 





sioner is responsible for seeing that 
the Directors execute District poli- 
cies, programs, and procedures, and 
he directs and cordinates the work 
of the Directors of Internal Revenue. 


Director's Office: 


The Director’s office, will, in addi- 
tion to the present functions of the 
Collector of Internal Revenue, have 
most of the present functions of the 
offices of the Internal Revenue 
Agents and, accordingly, will per- 
form examination and informal con- 
ference work. Such work will be 
conducted through the Audit Divi- 
sion of the Director’s office. 

The Audit Division of the Direc- 
tor’s office will examine all types and 
classes of tax returns except those 
involving alcohol, tobacco, firearms, 
narcotics and wagering taxes. The 
Field Audit Branch will conduct 
those examinations in which it is 
necessary for an examining officer to 
go the the taxpayer’s home or place 
of business to audit the books and 
records. In each instance, the 
examining officers will be organized 
in groups, each of which will be 
under the immediate supervision of 
a group chief who will be adminis- 
trator and technical advisor to the 
examiners assigned to him. It is 
expected that there will be approxi- 
mately 20 agents in each group. 
Conduct of Examinations by Revenue 

Agents: 

At the conclusion of an examina- 
tion, the agent will inform the tax- 
payer of his findings and will afford 
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the taxpayer an opportunity to 
agree and execute an appropriate 
agreement form. Should the tax- 
payer agree to the proposed changes, 
he may execute the agreement form 
and the examining officer will pre- 
pare and submit his report, to- 
gether with agreement and the case 
file, to his group chief for approval. 
As soon as it is approved by the 
group chief, the report will go to the 
Review Group in the Audit Divi- 
sion where it will be subject to a 
technical review. When the Re- 
view Group approves the report, it 
will be typed, a copy sent to the 
taxpayer and the case is ready for 
closing. 


Informal Conferences: 


If no agreement is reached be- 
tween the taxpayer and the agent, 
the agent will inform the taxpayer 
of his right to an informal confer- 
ence and will furnish the taxpayer a 
brief statement identifying the pro- 
posed adjustments and containing 
instructions with respect to arrange- 
ments for such conference. The 
examining officer will then furnish 
his group chief a copy of this state- 
ment so that preparation can be 
made for a conference when the 
taxpayer’s request is received. 
While ordinarily the group chief 
will act as conferee, it should be 
noted that the conference may be 
conducted by any other qualified 
employee designated to do so. The 
examining officer will generally be 
present at the informal conference. 


It is believed that the procedure of 
appointing experienced agents to 
conduct the conferences will be 
widespread, because of the fact that 
it will be almost impossible for one 
group chief to conduct all con- 
ferences and review all cases sub- 
mitted by the 20 agents. 

An important feature of this pro- 
cedure is that these informal con- 
ferences are held prior to the 
preparation of the examining 
officer’s final report and without the 
issuance of a 30-day letter by the 
Director or the filing of a written 
protest or brief by the taxpayer. 
The procedure is designed to pro- 
vide for an oral discussion of the 
proposed adjustments which will 
produce agreement with respect to 
the pertinent facts so that an appli- 
cation of the law, regulations, and 
rulings may be made. Past expe- 
rience indicates that it would be 
advantageous for the taxpayer to 
make the utmost of every oppor- 
tunity to change the examining 
officer’s and the group chief’s 
opinion prior to the time that an 
adverse finding is issued in writing. 
Bureau personnel on many occa- 
sions have unofficially stated that it 
is much easier merely not to raise an 
issue than it is to raise an issue and 
thereafter, with legal analysis and 
arguments, explain why the original 
position was fallacious. After the 
informal conference, of course, an 
agreement form may be submitted 
and thereafter the case will go 
through ordinary post-audit review. 
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Requests to Washington for Technical 
Advice: 

The Bureau has stated that if a 
field officer writes to Washington 
requesting technical advice as to the 
disposition of an issue involved in 
the case, the taxpayer will continue 
to have the opportunity to file a 
brief and request a conference with 
the Washington officials considering 
the matter. It appears, therefore, 
that Mim. 6293 will remain in effect. 
In a proper case, it would seem ad- 
visable to have our Washington 
office determine informally the 
Bureau’s position on a question of 
law. If the Bureau’s position is 
favorable to the client, requesting 
that the agent write to Washington 
for information might result in a 
favorable decision with the least 
amount of difficulty. 


Procedure in Nonagreed Cases: 


In a nonagreed case in which the 
taxpayer declines an informal con- 
ference, the report will be typed and 
a copy mailed to the taxpayer along 
with a 30-day letter. During the 
30-day period, the client can take 
one of three courses of action. A 
formal protest may be filed with the 
Director with a request that the 
case be transferred to the Appellate 
Division of the district. The tax- 
payer, by request or by failing to 
respond within the 30-day period, 
can secure the issuance of a statu- 
tory notice from which an appeal 
may be taken to the Tax Court. 
And finally, of course, the taxpayer 





can execute the agreement form| 
enclosed with the 30-day letter. | 


Procedure Before Appellate Division: 


In the event a protest requesting 
transfer of the case to the Appellate 
Division of the District Commis- | 
sioner’s Office is filed, a conference 
will be granted similar to that’ 
afforded by the former Technical 
Staff. The taxpayer at this point 
may also secure the issuance of the | 
statutory notice from the Director 
and file a petition with the Tax 
Court. In this event, the case moves | 
to the Appellate Division since it | 
has jurisdiction to act for the Com- | 
missioner of Internal Revenue in 
settlement of cases docketed in the 
Tax Court. The Appellate Division 
functions at the District Commis- 
sioner’s level only. It is not a part 
of the Director’s office since its 
basic function is to hear appeals 
from decisions made by the Direc- | 
tor’s office. There is no adminis- 
trative appeal from the Appellate 
Division to any other official in the 
Bureau. 

The jurisdiction of the Appellate | 
Division extends to all taxes dealt 
with by the Audit Division of the 
Director’s office and the only limita- 
tions on the settlement authority of } 
the Assistant District Commis- | 
sioner, Appellate, are as follows: 


a 


— 


ee 


1. He must secure the concurrence of | 
Appellate Counsel before he can settle any 
case docketed in the Tax Court; 


2. He must secure the concurrence of | 
Appellate Counsel before he can eliminate | 
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the ad valorem fraud or negligence penalty 
in any nondocketed case; 

3. In any case in which criminal prose- 
cution has been recommended, he must 
wait until final disposition has been made 
of the criminal aspects of the case; 

4. In order to modify any decision of The 
Excess Profits Tax Council, he must secure 
the concurrence of the Council; and 

5. His decisions in cases involving over- 
assessments or overpayments in excess of 
$200,000 are subject to review by the Chief 
Counsel and by the Joint Committee on 
Internal Revenue Taxation. 

The procedure in the Appellate 
Division in a case which is not 
docketed in the Tax Court begins 
with the receipt of the administra- 
tive file from the office of the Direc- 
tor of Internal Revenue. If the case 
involves an important and novel 
question of law, the conferee may 
request legal advice from Appellate 
Counsel in connection with his 
preparation of the case. It is not 
clear at this time whether the tax- 
payer can also request that the case 
be considered by the Appellate 
Counsel and demand a conference 
with that official. 

If additional statements of fact 
are to be added to the record, the 
taxpayer is required to have them 
reduced to writing and submitted in 
the form of affidavits. Should 
further investigation be required, 
the case will be returned to the 
Director since the Appellate Divi- 
sion does not have an investigative 
staff of its own. 

An opportunity is provided for 
the taxpayer or his representative 
to submit a proposal for disposition 





of the case. The proposal is con- 
sidered by the conferee. There- 
after, the taxpayer or his repre- 
sentative is advised as to whether 
the conferee will recommend the 
acceptance of the proposed settle- 
ment. If the conferee recommends 
acceptance, he secures an agreement 
form which, when accepted on be- 
half of the Commissioner by the 
authorized officer of the Appellate 
Division, will be treated by the Bu- 
reau as a final disposition of the case. 

Before this agreement is accepted 
by the Bureau, the conferee’s supe- 
rior reviews the settlement. Should 
the superior, usually the Assistant 
Head of the Appellate Division, 
decide that he cannot approve the 
proposed settlement, he will discuss 
the case with the conferee and point 
out the reasons for his decision. If, 
after this discussion, the Assistant 
Head is still unwilling to approve 
the proposed settlement, the tax- 
payer will be notified of that fact 
and may ask for a hearing before 
the Assistant Head. 

If no agreement is reached, the 
Bureau will issue the statutory 
notice to the taxpayer and route the 
case to the Appellate Division’s 
90-day file. 

Appellate Division procedure in 
cases that are docketed in the Tax 
Court provides further settlement 
opportunities. As previously ex- 
plained, settlement of a docketed 
case must be with the concurrence 
of the Appellate Counsel. 

(Continued on page 46) 
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Problems Peculiar to the Third Excess Profits 
Tax Year 


By J. WESLEY Huss 
(Louisville Office) 


When Congress passed the Ex- 
cess Profits Tax Act of 1950, it 
established few peculiarities par- 
ticularly inherent to the third excess 
profits tax year, and most of the con- 
siderations which worried taxpayers 
last year will still be present this 
year, in no greater or lesser degree. 
Most of us are just now beginning 
to deal with the Revenue Agents on 
their first examinations covering the 
excess profits tax years and, of 
course, are gaining some insight 
into Bureau practice. The current 
excess profits tax law is scheduled 
to terminate as of June 30, 1953. 
If the tax is not re-enacted, the 
third excess profits tax year will be 
the last year in which adjusted ex- 
cess profits net income will be sub- 
jected to tax at full rates. Accord- 
ingly, if the income of the third year 
is expected to be sufficient to sub- 
ject a part of such income to excess 
profits tax, taxpayers will wish to 
use all proper means to reduce the 
income, either by deferring income 
until future years or by anticipating 
expenses. On the other hand, if it 
is expected that the income in the 
third year will be less than the excess 
profits credit, consideration should 
be given to any proper further re- 
ductions in income which will in- 








crease the taxpayer’s unused excess | 


profits credit which can be carried 
back to secure a refund of the tax 
for the preceding year. 


Elective Carry-over of Base Period 
Loss Adjustment: 


Whether or not the excess profits 
tax law terminates June 30, 1953, 


the third excess profits tax year as- | 


sumes some significance in cases 
where an elective carry-over of a 
base period loss adjustment is in- 
volved. Code section 433(a)(1)(J) 
permitted a qualifying taxpayer to 
elect in its return for its first excess 


profits tax year to use a special | 
carry-over from the base period | 


years to the first three excess profits 
tax years in computing the net 
operating loss deduction for such 
years. Taxpayers who made the 
election may wish to use all proper 
methods to increase excess profits 
net income in the third year to take 
the maximum advantage of the 
carry-over. For example, a tax- 
payer having net abnormal income 
attributable to years subsequent to 
1952 might consider either trans- 
ferring substantially all of its prop- 
erties or distributing part of its 
property in complete liquidation 
during 1952. Under the accelera- 
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tion provision of Code section 
456(b) all the net abnormal income 
would then be attributed to 1952. 

In order to use the elective carry- 
over method, a taxpayer must have 
computed its excess profits credit 
in its first excess profits tax year 
under either the income method or 
the historical invested capital 
method and must have elected the 
special carry-over by a statement 
attached to its return for that year. 


Qualification for Relief Under Sec- 
tion 443: 


Code section 443 provides relief 
to a qualifying taxpayer which (1) 
commenced business on or before 
the first day of its base period and 
(2) had a substantial change in its 
products or its services during the 
last thirty-six months of its base 
period. Under section 443, there 
must be both a qualifying event, 
that is, a substantial change in the 
taxpayer’s products or services 
which generally must have occurred 
during the last thirty-six months of 
the taxpayer’s base period, and a 
qualifying taxable year. The quali- 
fying year may be a base period 
year or any excess profits tax year 
which meets the tests of the statute. 
Both the Code and the regulations 
make it clear that, in general, the 
latest qualifying year for relief is 
the third taxable year following the 
base period taxable year in which 
the qualifying event first occurred. 
Thus the third excess profits tax 
year is generally the last year in 





which a taxpayer may qualify for 
relief under section 443. An excep- 
tion to this rule is a case in which 
the first excess profits tax year began 
in the base period and ended after 
June 30, 1950, in which event the 
last year for qualification would be 
the fourth excess profits tax year. 


Inadmissible Asset Adjustment for 
Banks: 

Section 506(c)(3) of the Revenue 
Act of 1951 amended the Code to 
limit the amount of the inadmissible 
asset adjustment in determining the 
base period capital addition of 
banks. Because of the narrow appli- 
cation of this provision, it will not 
be discussed in detail. It should be 
pointed out, however, that this 
amendment applies to taxable years 
beginning on or after October 20, 
1951, which usually will be the third 
and subsequent excess profits tax 
years. It should further be noted 
that pursuant to regulations still to 
be promulgated*, banks may elect to 
have this provision retroactively 
applied to all taxable years ending 
after June 30, 1950. 


General Considerations: 


Although not exclusively peculiar 
to the third excess profits tax year, 
it should be noted that changed 
conditions or situations in a particu- 
lar excess profits tax year may, for 
the first time, admit a taxpayer to 





*Proposed regulations were published in 
the Federal Register October 18, 1952. 
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excess profits tax benefits to which 
it was not previously entitled, or on 
the other hand, may deny certain 
advantages previously enjoyed. For 
example, a taxpayer previously 
qualifying under the special ceiling 
provision applicable to new corpo- 
rations may be denied such benefit 
in the current year if more than 50 
per cent of its gross income in such 
year, after excluding dividends and 
capital gains, is derived from rene- 
gotiable contracts. [Code section 
430(e)(3).] A further example re- 
lates to Code section 433(b) (9) and 
(10) which provides that certain ab- 
normal deductions shall be added 
back to income for the purpose of 
determining the excess profits net 
income of taxable years in the base 
period. Relief under this section is 
permitted only if several restrictive 
arithmetical tests are met, one test 
being that the amount to be added 
back to income with respect to a 
particular class of deductions is 
limited to the amount by which the 
deductions in that class in the base 
period year exceed the deductions of 
the same class in the current taxable 
year. Because of this restriction, a 
taxpayer will obtain relief in some 
excess profits tax years and not in 
others, depending upon the amount 
of the deduction in the excess profits 
tax year. 

In passing, it should be noted 
that in most cases the computation 
of the excess profits tax in the third 
excess profits tax year will result in 
a higher tax, on the same amount 


of income, than would have resulted 
in the second year. For example, 
the maximum excess profits tax pro- 
vided by Code section 430(a)(2)(C) 
will be 18 per cent of excess profits 
net income if the taxable year be- 
gins after March 31, 1951. Pre- 
viously this ceiling had been some- 
what lower. Similarly, the full 
effect of the reduction from 85 per 
cent to 83 per cent in the proportion 
of average base period net income 
taken into account in computing the 
excess profits credit will first be felt 
by taxpayers in the first taxable 
year beginning after June 30, 1951, 
which in general will be the third 
excess profits tax year. Finally, 
with respect to the maximum tax 
for new corporations under Code 
section 430(e), such new corpora- 
tions are now one year older than 
they were when the provision was 
first enacted. In most cases the 
rate of maximum tax increases with 
the age of the corporation. 


New Legislation in 1952: 





Public Law 594, approved by the | 


President July 21, 1952, contained 
three excess profits tax amend- 
ments, all of which are retroactively 
effective for all excess profits tax 
years. While none of these amend- 
ments is of very broad application, 
the one of chief interest has to do 
with an adjustment in computing 
the average base period net income 
for base period losses arising from 


gg en 


branch operations (Code section | 


433(b)(18) and (19).) 
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period adjustment applies in the 
case of a taxpayer which during two 
or more base period years operates 
a branch at a loss and the sum of 
the net branch losses during the 
base period exceeds 15 per cent of 
the taxpayer’s aggregate excess 
profits net income for the base 
period with the net branch losses 
excluded. In such case the excess 
profits net income for each such base 
period year shall be increased by the 
amount by which such loss exceeds 
the loss incurred by such branch 
during the taxable year for which 
the excess profits tax is being com- 
puted. The term “branch” is 
limited to a unit or subdivision of 
the taxpayer’s business operated in 
a separate place from its other busi- 
ness and differing substantially from 
the other business with respect to 
the character of its products or its 
services. In determining whether 
such branch differs substantially 
from the taxpayer’s other business, 
the classification by the Standard 
Industrial Classification Manual 
governs. 

The other two amendments to the 
excess profits law during the current 
year deal with: 

(1) A modified version of the 
growth formula applicable to cer- 
tain taxpayers engaged primarily in 
manufacturing copper and zinc 
products (Code section 459(f)) and 

(2) An addition to base period 
net income in the case of companies 
making tax-deferred deposits of 
earnings under section 607 of the 


Merchant Marine Act, 1936. (Code 
section 457(c).) 


New Rulings in 1952: 


Several rulings by the Treasury 
Department during the year are of 
interest with respect to the excess 
profits tax law. 

Corporations utilizing relief sec- 
tions 442-446 of the Internal Reve- 
nue Code reconstruct their average 
base period net income through the 
use Of industry rates of return. 
During the first two excess profits 
tax years, the industry rates of re- 
turn were tentative and effective 
only until such time as final rates 
were determined and proclaimed. 
On June 3, 1952, the Treasury De- 
partment promulgated T.D. 5908 
proclaiming the final rates of return. 
The final rates for the years 1946, 
1947, and 1948 are unchanged from 
the tentative rates. The 1949 and 
base period final rates, however, are 
changed and in most cases the re- 
vision is downward. No change 
from the original tentative determi- 
nations and rates was made for de- 
pressed industry subgroups. In 
order to save interest, in cases 
where the final rates are less than 
the tentative rates, taxpayers may 
wish to amend their returns and 
pay any resulting deficiency. 

Code section 437(b)(1) requires 
a taxpayer desiring to use the his- 
torical invested capital method to 
make an election to that effect in its 
return. It is usually to the ad- 
vantage of the taxpayer to make 
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such an election if it has a deficit in 
accumulated earnings, takes per- 
centage depletion, or desires to 
carry over a base period loss ad- 
justment. The statute forbids the 
use of the historical method in the 
absence of an election. The ques- 
tion arose as to whether a taxpayer 
which did not file Schedule EP be- 
cause it had less than $25,000 excess 
profits net income in a particular 
taxable year, could subsequently 
compute its excess profits credit for 
that year by the use of the historical 
method for the purpose of determin- 
ing the amount of any unused excess 
profits credit carry-back or carry- 
over. During 1952 the Treasury 
ruled, in I.T. 4087, that under such 
circumstances the election could be 
exercised at a later date. 


New Cases During 1952: 


Several cases decided by the 
courts during the current year, 
while decided under the World War 
II excess profits tax law, appear 
equally applicable to the current 
law. 

The Tax Court has previously 
held (McKinney Manufacturing Co., 
10 T.C. 135; Columbia, Newberry & 
Laurens Railroad Co., 14 T.C. 154) 
that where scrip or certificates of 
indebtedness have been issued in 
lieu of interest, the securities retain 
their character as interest and are 
not to be included in borrowed capi- 
tal. In Society Brand Clothes, Inc. 
(18 T.C. No. 36) decided this year, 
the Tax Court distinguished the 


issuance of scrip or certificates of 
indebtedness issued in lieu of 
interest from debentures issued in 
exchange for accumulated dividends 
on preferred stock and held that 
such debentures were includible in 
borrowed capital. The distinction 
was made on the ground that prior 
to the issuance of the scrip and cer- 
tificates of indebtedness, the amount 
of interest discharged thereby was 
not includible in the taxpayer’s in- 
vested capital. Accordingly, a 
taxpayer could not convert its 
liability for interest into borrowed 
capital for the purpose of com- 
puting its excess profits credit. The 
issuance of debentures for accumu- 
lated dividends, on the other hand, 
was deemed to be a distribution out 
of earnings and profits which in all 
subsequent taxable years reduced 
the taxpayer’s equity invested 
capital. Accordingly, what the tax- 
payer had done in the Society Brand 
Clothes, Inc. case was to convert 
equity invested capital into bor- 
rowed capital which borrowed capi- 
tal qualifies as a component in 
determining the excess profits credit. 

Code section 455(a) provides 
relief to installment-basis taxpayers 
by permitting, after proper election, 
the taxation of income from install- 
ment sales on the accrual basis 
rather than the installment basis 
for excess profits tax purposes. 
Sec. 40.455-2, Reg. 130, requires in 
the case of such electing taxpayers 
that, where deductions are limited 
(Continued on page 22) 
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New Rules For Capital Gains and Losses 


By CHARLES A. PEARSON 
(Los Angeles Office) 


The Revenue Act of 1951, which 
added five and amended eleven of 
the subdivisions of Code section 
117, materially increased the com- 
plexity of the already difficult and 
somewhat illogical capital gain and 
loss provisions. The Act revised 
the tax treatment of capital gains 
and losses in the case of taxpayers 
other than corporations, added live- 
stock, crops, and coal royalties to 
the list of synthetic capital gains, 
extended the definition of a col- 
lapsible corporation to include in- 
ventory, gave security dealers thirty 
days in which to designate which 
of their securities were held for 
investment, denied capital gain 
treatment to sales of depreciable 
property between spouses and be- 
tween an individual and his con- 
trolled corporation, postponed the 
recognition of gain on a change of 
residence, and granted capital gain 
treatment to termination payments 
under an employment contract in 
very restricted circumstances. 


Treatment of Capital Gains and 
Losses of Individuals: 


The revised treatment of capital 
gains and losses prescribed for 
individuals is the substantive 
change affecting the greatest num- 
ber of taxpayers and is first effective 
It is not, 


in most cases in 1952. 


however, a really fundamental 
change. It has for its stated pur- 
pose the raising of revenue, but may 
fail of achieving that purpose since 
the realization of a capital gain is 
generally a matter within the dis- 
cretion of the taxpayer. 

Prior to the Revenue Act of 1942, 
the dividing line between long-term 
and short-term transactions was 
eighteen months, and short-term 
losses were not an offset against 
long-term gains. In 1942, the 
dividing line was cut to six months 
to encourage the realization of 
more capital gains and hence more 
revenue for the Treasury. The 
Senate Report on this section of 
the law expressed the belief that a 
holding period of six months would 
be sufficient deterrent to the specu- 
lator as contrasted with the legiti- 
mate investor. At the same time, 
the percentage of long-term trans- 
actions to be taken into account 
was set at 50%, short-term at 
100%, and losses in either class 
offset gains in the other. As a 
deliberate and intentional result, 
$1.00 of short-term loss offset $2.00 
of long-term gain. 

This two-to-one equation oper- 
ated openly for nearly a decade 
before it assumed character as a 
defect in the law. In 1951, however, 
Congress was convinced of the 
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alleged defect, and the Code as 
amended eliminates the two-for-one 
ratio and matches long-term and 
short-term transactions. dollar for 
dollar. The six month holding 
period is not changed, and a modi- 
fied preferential treatment is still 
accorded a net long-term gain in 
excess of a net short-term loss. 

The essentials of the new treat- 
ment may be summarized as fol- 
lows: 


(1) 100% of all capital gains and losses is 
taken into account, the gains in com- 
puting gross income and the losses as 
deductions in computing net income. 
However, as under prior law, losses in 
excess of gains are limited to (a) $1,000, 
or (b) net income (or adjusted gross 
income if tax table is used), whichever 
is smaller. 


(2) Long-ter:n transactions are merged to 
obtain 2 net long-term gain or loss, 
and shori-term transactions to obtain 
the net short-term gain or loss. 


(3) If the taxpayer has a net long-term 
gain, he must first reduce it by any 
net short-term loss. If an excess of net 
long-term gain remains, 50% of such 
excess is allowable as a deduction in 
computing both adjusted gross and 
net income. 


(4) As under prior law, the taxpayer may 
compute the alternative tax upon such 
excess, using, however, a flat percentage 
rate of 26% instead of the former 
effective rate of 25%. 


Treasury draftsmen, in rede- 
signing Schedule D, have rescued 
taxpayers from the put and take 
complexity of the Code mechanism 
by reducing it to simple line by 
line arithmetic, and it is safe to 





predict that many individuals will 
complete the schedule without being 
aware that it embodies a basic 
change in the law. 

The investor who never sells 
anything short of six months bene- 
fits by the amendment. If his 
transactions result in a net long- 
term gain, only 50% is taken into 
account in computing net income 
as before. If he invests unwisely 
and suffers a net loss, 100% of his 
loss is recognized instead of half, 
and even though the capital loss 
limitation prevents full deduction, 
the remainder is available as a 
carry-over against the luck of 
the future. 

The speculator who never holds 
securities longer than six months is 
not affected at all. But traders 
who operate in both areas of the 
holding period are expected to 
contribute an additional sum of 
$28,000,000 annually to the Treas- 
ury as a result of the amendment. 
The committee reports do not dis- 
close whether this estimate takes 
into account any change in the 
volume of transactions. 

Tactics in the past have been 
to take short-term losses against 
long-term gains. While this tactic 
no longer gives any advantage, 
many taxpayers will benefit by the 
100% recognition of long-term 
losses. Another advantage is that 
an unused long-term loss becomes 
short-term upon carry-over, and 
will merge with short-term gains 
before offsetting long-term gains. 
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Application to Estates and Trusts: 


The new deduction for long-term 
capital gain is allowable to estates 
and trusts as well as individuals. 
An estate or trust is also allowed a 
deduction, under section 162, for 
income distributions to benefici- 
aries. In order to correlate the two 
deductions, the Code requires the 
estate or trust to compute the 
capital gain deduction by excluding 
the portion of the gain which, 
under section 162, is includible as 
capital gain by its income benefi- 
ciaries. The Code fails to say that 
the capital gain deduction thus 
denied the estate or trust is avail- 
able to the income beneficiary but 
an example in the proposed regu- 
lations allows it as a matter of 
course. 


This Code amendment, together 
with the example in the proposed 
regulations, is something entirely 
new. There is no express provision 
in the Code to the effect that trust 
income retains its original character 
in the hands of the distributee, and 
it has not been entirely certain 
whether capital gain includible in 
trust income will, upon distribution 
to the income beneficiaries, be 
taxable to them as capital gain or 
as ordinary income. Perhaps it is 
still uncertain. The Code’s new 
provision does not specifically state 
that the capital gain retains its 
character. But without such inter- 
polation of meaning, the Code 
would appear to speak redundantly. 


An estate or trust is also allowed 
a deduction, under section 162(a), 
for amounts paid or set aside out 
of income for charitable and like 
purposes. In 1950, the Supreme 
Court ruled that if an amount of 
income so paid or set aside was 
attributable to long-term capital 
gain, the deduction under section 
162(a) should have been determined 
with reference to the then require- 
ment that only 50% of such gain 
was includible in gross income. 
The 1951 Act incorporated this 
principle into law by requiring that 
appropriate adjustment of the de- 
duction under section 162(a) shall 
be made on account of the long- 
term capital gain deduction under 
section 23(ee). The fact that this 
amendment requires adjustment of 
the section 162 deduction, and the 
amendment discussed in the pre- 
ceding paragraph requires adjust- 
ment of the long-term capital gain 
deduction, lends substance to the 
proposition that capital gain retains 
its character upon distribution to 
an income beneficiary. 


Effective Dates of Changes: 


These mechanical changes in the 
treatment of capital gains and 
losses in the case of taxpayers other 
than corporations are effective for 
taxable years beginning on or after 
October 20, 1951. The flat per- 
centage tax rate of 26% with neat 
lack of co-ordination became effec- 
tive for years beginning on or after 
November 1, 1951. No change was 








14 L. R. B. & M. Journal 





made in the treatment of capital 
gains and losses of corporations, 
except to increase the rate of alter- 
native tax to 26% for years begin- 
ning after March 31, 1951. The 
amendments do not affect the com- 
putation of net operating loss carry- 
overs, nor of capital loss carry-overs, 
except as to the percentage of loss 
taken into account. However, cur- 
rent payments under prior install- 
ment sales will be subject to the 
new rules, as will 1951 transactions 
of fiscal-year partnerships, estates 
and trusts reaching individual re- 
turns in 1952. 


Capital Gain on Livestock under 
Section 117(j): 


Of the other amendments to the 
capital gain and loss provisions, 
the one adding livestock to section 
117(j) is attracting the most atten- 
tion. This amendment, together 
with the one relating to unharvested 
crops, was a sincere effort by Con- 
gress to resolve the conflict and 
confusion of many years as to 
whether all livestock held for draft, 
breeding, or dairy purposes is prop- 
erty used in the trade or business, 
or whether in some cases the live- 
stock should be deemed held pri- 
marily for sale to customers in the 
ordinary course of business. It 
was made clear that the term 
“‘livestock”” was intended to be 
used in a broad sense. The requisite 
holding period was explicitly stated 
to be twelve months from acquisi- 


tion, and not from the date the 
horse was first hitched to the plow. 
The use for draft, breeding, and 
dairy purposes was not qualified 
with a “principal purpose”’ clause 
or other limitation. 

Proposed amendments to the 
regulations were published in the 
Federal Register on May 16, and 
faithfully reiterate that the term 
“‘livestock”’ shall be given a broad 
meaning, citing cattle, hogs, horses, 
mules, donkeys, sheep, goats, fur- 
bearing animals, and other mam- 
mals, and excluding fish, fowl, 
frogs, and reptiles. But the deter- 
mination whether or not livestock 
is held by the taxpayer for draft, 
breeding, or dairy purposes comes 
right back to the old basis of all the 
facts and circumstances in each 
particular case. The illustrations 
offered in the regulations are quite 
fair to the intent of the law, but 
considerable difficulty will continue 
to be experienced in applying them 
to specific situations. For example, 
the regulations state that the sanc- 
tioned purpose may be present in 
a case where the animal is disposed 
of within a reasonable time after 
its intended use for such purpose is 
prevented by accident, disease, or 
other circumstance. But evidence 
of intent and circumstance which 
will survive the three-year statute 
of limitations may be difficult to 
assemble. It seems improbable 
that sterility of a chinchilla can be 
established retroactively by exami- 
nation of a fur coat. 
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But a more serious structural 
defect in the livestock provision 
occasioned a special letter from 
the Secretary of the Treasury to 
the Chairman of the Senate Finance 
Committee. When Congress 
awarded capital gain treatment to 
an unharvested crop, it concurrently 
required that the expense of grow- 
ing that crop be capitalized. No 
similar provision was included with 
respect to livestock. Farmers and 
ranchers are permitted to keep 
their accounts on a cash basis, and 
as the Secretary points out in his 
letter of June 27, may deduct the 
cost and expense of raising live- 
stock from current income. As a 
consequence, livestock bred on the 
farm has a zero basis. The farmer 
has been allowed to deduct all 
expense as ordinary, and is now 
permitted to report all proceeds 
of sale as a capital gain. The 
Secretary considers this distortion 
of income to be serious enough to 
require remedial legislation. He 
also points out in his letter that 
many farmers have consistently 
used the accrual basis of accounting, 
under which they are required to 
inventory their livestock, usually 
at round figures representing the 
estimated costs normally incurred 
in raising animals of the particular 
age and class. The inequities thus 
created among farmers and ranchers 
using different accounting methods 
are referred to as intolerable. The 
Secretary reports that the Treasury 
is receiving an increasing number 


of requests from farmers on the 
accrual basis for permission to 
change to the cash basis, and indi- 
cates that none of them have or 
will be granted. As a solution to 
the problem, the Secretary suggests 
that all farmers and ranchers, 
whether on the cash or the accrual 
basis, be required by legislation to 
capitalize the cost of raising ani- 
mals for draft, dairy, or breeding 
purposes. The matter of capital 
gain treatment for livestock is, 
therefore, not a closed issue. 


Unharvested Crops Sold With the 
Land: 

The other half of section 117’s 
farm program gives subsection (j) 
treatment to unharvested crops 
sold with the land at the same time 
to the same buyer. The merger of 
the growing crop with the land is 
accompanied by the requirement 
that cultivation costs be capitalized, 
thus suggesting that the cash-in, 
cash-out simplicity of the average 
farm accounting system is due for 
revision and may have to be sup- 
plemented by some basic records of 
costs and their allocation. 

The cost accounting problem of 
the seller is not, however, as difficult 
as the valuation dilemma of the 
buyer. If the tax treatment of the 
transaction adhered to rules of logic 
and consistency, the buyer should, 
upon sale of the matured crop, 
treat the proceeds in excess of crop 
expenses as severance damages to 
be applied as a reduction of basis. 
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But the law is not so worded, and 
apparently the buyer must continue 
to apportion a part of the purchase 
price to the growing crop as a basis 
for computing ordinary income or 
loss upon subsequent sale. 


Other 1951 Act Amendments: 


Other capital gain amendments 
of the 1951 Act are addressed to 
progressively smaller groups of tax- 
payers. One such amendment ex- 
cludes any excess of net long-term 
capital gain over net short-term 
capital loss, and the tax thereon, 
from section 102 net income for 
the purpose of computing the pen- 
alty surtax, but apparently not 
from surplus for the purpose of 
determining an improper accumu- 
lation. 

Coal royalties get capital gain 
treatment under section 117(j) in 
lieu of percentage depletion, but 
this capital gain status is not 
recognized in applying section 102 
nor in computing the personal 
holding company surtax. 

The addition of inventory acqui- 
sitions to the evidence admissible 
against a collapsed corporation ex- 
tends the scope of the overt action, 
but only within the perimeter of 
the forbidden purpose clause. No 
regulations have been released* to 
indicate the criteria by which the 





*Proposed regulations were published in 
the Federal Register October 9, 1952. 


Treasury will determine that a 
corporation has been formed or 
availed of principally with a view 
to collapsing. There is no reason 
to believe, however, that the ulti- 
mate test will be any broader than 
analogous tests which taxpayers 
have passed under a similar pro- 
vision in section 129. 

New section 117(n) requires 
dealers in securities to identify 
clearly (1) securities held for invest- 
ment and (2) those held for sale 
to customers in the ordinary course 
of trade or business, as a condition 
to capital asset treatment of the 
former. 

Subsection (0) treats as ordinary 
income any gain realized by the 
transferor in a sale or exchange of 
depreciable property between 
spouses or between members of a 
family and its 80% owned corpo- 
ration. Losses from such trans- 
actions are disallowed by section 
24(b) of the Code. The ordinary 
income treatment applies only to 
gain realized by the transferor, 
and thus does not apply to gain 
realized by shareholders in corpo- 
rate liquidations. 

Finally, subsection (p) accords 
capital gain treatment to certain 
employee termination payments of 
extraordinary character. It is 
doubtful that more than one indi- 
vidual realized income in 1951 in 
accordance with its exact specifi- 
cations. 
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How the Treasury’s Section 102 Drive Is Faring 
in the Courts 


By JAMES E. GELBERT 
(Pittsburgh Office) 


Probably no other section of the 
Internal Revenue Code has re- 
ceived the attention of the tax- 
paying public that has been focused 
on Section 102 in the years subse- 
quent to World War II. The 
penalty surtax on improperly accu- 
mulated corporate surplus has been 
a part of the income tax law ever 
since 1913 when the original law 
was enacted. However, the Treas- 
ury Department practically ig- 
nored the section until 1939, when 
T.D. 4914 was promulgated for the 
purpose of calling the attention of 
Bureau personnel to the section 
and to its tax-gathering poten- 
tialities. When World War II 
intervened with its uncertainties, 
the need for business expansion, 
etc., the Bureau failed to instigate 
any intensive drive. 

In 1944 the picture changed; 
the end of the war was in sight and 
corporate tax rates were due to be 
lowered while individual taxes re- 
mained at an all-time high. On 
August 12, 1944, T.D. 5398 was 
approved requiring every examining 
revenue agent to make a specific 
recommendation for the application 
or nonapplication of Section 102. 
The now familiar 70 per cent test, 
which in effect held that a corpo- 


ration paying out 70 per cent of its 
income in dividends was in most 
cases safe from the penalty surtax, 
was re-emphasized when the 1946 
corporate tax return required a 
corporation, which failed to pay 
out 70 per cent of its earnings in 
dividends, to state the reasons for 
retaining the undistributed portion. 

All of these factors—the end of 
the war, the requirement that 
revenue agents take a_ specific 
stand, the question on the 1946 
return—focused the attention of 
corporate officials and their tax 
men on what seemed an imminent 
attempt to replace the excess profits 
tax with a new undistributed profits 
surtax. Consequently, all tax publi- 
cations were filled with articles on 
the subject and many letters were 
written to clients by accountants 
giving opinions as to whether or 
not corporations would be sub- 
jected to the surtax. Everyone 
fully expected the Treasury De- 
partment to start the big push. 
Taking into consideration the time 
required for returns to be filed and 
examined, the issue protested and 
appealed to the courts, we are now 
in a position to determine the 
success of such a drive and what 
may be expected in the future. 
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Review of Decided Cases: 


There have been twenty-one 
cases under Section 102 decided by 
the courts since January 1, 1947. 
Of the twenty-one cases decided in 
this period, four were decided in 
1947, three in 1948, two in 1949, 
one in 1950, five in 1951, and six so 
far, in 1952. The number of cases 
seems to be increasing, but it would 
be hard to say that an intensive 
drive is being pushed by the 
Bureau, unless most cases are being 
settled at the conference or Appel- 
late Staff level. In view of the 
results of the cases to date, this 
seems an unlikely conclusion, be- 
cause the Commissioner appears 
to be fighting a losing battle. Of 
the decided cases fifteen were won 
by the taxpayers, while only six 
were decided in favor of the Com- 
missioner. 


Further analysis of the cases 
shows that all of the corporations 
were, with one exception, either 
solely owned, one-family controlled, 
or two-family controlled. The one 
exception showed that control was 
divided equally among two closely 
connected families and one unre- 
lated individual. Therefore, it can 
be safely said that the Commis- 
sioner is proceeding cautiously and 
has made no attempt to follow the 
case of Trico Products Corporation, 
46 B.T.A. 346, aff'd 137 Fed. (2d) 
424, cert. den. 320 U. S. 799, where 
a sizeable block of stock was owned 
by the general public. 


Applicability to Holding Companies: 


Under Section 102 the fact that 
the corporation is a holding or 
investment company is prima facie 
evidence that the corporation is 
being used to avoid surtax upon 
shareholders. Only one taxpayer 
in the cases examined was found 
to be a mere holding company and 
the courts held that corporation 
subject to the surtax. While it may 
seem surprising that the Commis- 
sioner would bring only one such 
type of case before the courts, 
reflection would indicate that most 
such taxpayers, realizing that their 
chances of winning before the 
courts was practically nil, would 
pay out their earnings in dividends 
or would pay the tax upon demand 
by the Commissioner. Further 
analysis shows, however, that, 
while all the rest of the taxpayers 
were corporations actually oper- 
ating a business, three could be 
classified as semiholding companies 
in that a large part of their assets 
were in a form not being used in 
the operations. Two of these tax- 
payers were held liable for the 
surtax. The third corporation was 
held not liable due to the unusual 
circumstances in the case—the tax- 
payer had a contingent liability in 
a court case which it subsequently 
was required to pay, and there was 
a question under State law as to 
whether there was any surplus 
from which dividends could be paid 
legally. 
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Unreasonable Accumulation of Earn- 
ings Beyond Needs of Business: 


The surtax is imposed when the 
corporation accumulates surplus for 
the purpose of preventing the impo- 
sition of the surtax upon its share- 
holders. As stated in the previous 
paragraph a mere holding company 
is deemed on the surface as having 
such a purpose whenever earnings 
are not paid out as dividends. 
However, when the taxpayer is not 
a holding company, Section 102(c) 
states ‘““The fact that the earnings 
or profits of a corporation are per- 
mitted to accumulate beyond the 
reasonable needs of the business 
shall be determinative of the pur- 
pose to avoid surtax upon share- 
holders . . ..”’ Since most of the 
cases reviewed involve corporations 
which were not holding companies, 
the courts were called upon in these 
remaining cases to decide from the 
facts presented by the taxpayers 
whether or not surplus had been 
accumulated beyond the reasonable 
needs of the business. This involves 
an examination of the record to 
determine the reasons why the 
officers and directors did not de- 
clare dividends and whether or not 
the reasons stated are acceptable 
in the light of subsequent events. 


We are all familiar with the 
efforts which corporate manage- 
ments have made in the past few 
years to accumulate evidence which 
will assist in avoiding the Section 
102 surtax. Interoffice memoran- 


dums stating future needs for funds, 
resolutions by the board of directors 
stating plans for expansion, appro- 
priations of funds for future replace- 
ments, statements in stockholders’ 
reports giving reasons why divi- 
dends have not been increased, are 
some of the various forms this 
evidence has taken. It can be 
reasonably concluded from analysis 
of the cases that such evidence is of 
doubtful value if the plans are not 
put into effect. Since the cases are 
usually decided after the passing 
of several years, the courts are 
generally much more impressed by 
what actually happened than by 
statements of what was planned. 
In Goodman Furniture Co., 11 
T.C. 530, the taxpayer admitted 
an excess working capital of $500,000 
Over current needs in 1942 and 
1943, but stated that $500,000 
would be needed to establish 
branch stores (actually established 
in 1947) and $200,000 to expand 
postwar inventory (since taxpayer 
was in the installment business the 
expansion could not be financed 
immediately from receivables). 
Taxpayer had a history of dis- 
tributing substantial dividends. The 
corporation was held not taxable. 
In A. H. Phillips, Inc., T.C. 
Memo., Oct. 22, 1951, the taxpayer 
was in the chain grocery business. 
No dividends were paid in 1943 or 
1944. The taxpayer claimed that 
it had planned as early as 1940 to 
build super markets to replace its 
smaller retail stores. Because of 
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war conditions conversion was slow 
but four super markets had been 
established and the taxpayer was 
able to show that cash requirements 
were higher for such operations 
than for the smaller stores. The 
Tax Court held the taxpayer not 
liable for the surtax. 


In KOMA, Inc., T.C. Memo., 
Dec. 14, 1949, aff’d 189 Fed. (2d) 
390, the taxpayer lost in its attempt 
to avoid paying the surtax for the 
years 1943 and 1944. No dividends 
were paid to the stockholders who 
were all members of one family. 
The directors explained the reten- 
tion of the earnings as being 
necessary as the company intended 
to expand into the F.M. and T.V. 
fields. However, applications were 
not filed with F.C.C. until 1945 
for F.M. and 1948 for T.V. and the 
F.M. application was not granted 
until 1946. Completed F.M. facili- 
ties were not acquired until after 
1948. No action by the F.C.C. 
had taken place on the T.V. appli- 
cation by the time the case was 
tried. The courts held that there 
was no reasonable expectation of 
expansion at the end of either 1943 
or 1944 and imposed the surtax. 


An interesting contrast on this 
issue Of immediate need for re- 
tained earnings as opposed to long- 
range planning is offered by World 
Publishing Co. v. U. S., 72 Fed. 
Supp. 886, aff’d 169 Fed. (2d) 186, 
cert. den. 335 U. S. 911, and World 
Publishing Co. v. U. S., U. S. D.C. 


(Okla., N.D.), Feb. 29, 1952. The 
taxpayer was the same but the 
years were different. 1942 and 
1943 were involved in the first case 
and 1944 was involved in the latter. 
In 1939 the taxpayer, engaged in 
newspaper publishing, established a 
reserve for the acquisition of a 
building and a new press. The 
surplus of the company at the end 
of 1941 exceeded the estimated 
minimum cost of the new facilities 
and the excess of current assets 
over current liabilities also exceeded 
the estimated cost. The war was 
in full swing and its end was a 
matter of conjecture. These were 
the basic facts known at the end 
of the earlier years. The only 
change that could be said to have 
occurred by the end of 1944 was 
that the end of the war was in 
sight and that the company was 
negotiating a contract for the new 
press which was acquired under 
contract in 1945 at a price sub- 
stantially higher than originally 
estimated. The courts held the 
company taxable for 1942 and 
1943 but did not impose the surtax 
for 1944. The distinguishing feature 
between the different holdings ap- 
pears to be that the contemplated 
expansion was remote due to war 
conditions during the earlier years 
while there was justification in the 
belief at the end of 1944 that the 
war would soon terminate and the 
accumulation could soon be used 
for the desired purpose. 
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Section 102 Does Not Apply if There 
is No Purpose to Avoid Tax on 
Shareholders: 

As previously noted, Section 102 
imposes the penalty surtax when 
it is determined that the purpose 
of accumulating surplus is to avoid 
the imposition of surtax on share- 
holders. If surplus is accumulated 
beyond the reasonable needs of the 
business such a purpose is indicated. 
However, unreasonable accumula- 
tion does not automatically impose 
the surtax if another purpose can 
be shown to be the sole reason for 
not paying dividends. In Gus Blass 
Co., 9 T.C. 15, the court found 
that the earnings for the taxable 
year ended January 31, 1941 had 
been accumulated beyond the rea- 
sonable needs of the business. 
However, the taxpayer was able to 
prove that there was no purpose 
to avoid the payment of surtaxes 
by its stockholders. Prior to the 
fiscal year ended January 31, 1937, 
the taxpayer had consistently paid 
dividends after the close of the 
fiscal year. This policy was then 
changed and for four fiscal years 
dividends were declared and paid 
before the year’s end. Then, on 
the advice of counsel, the corpo- 
ration reverted to its original policy, 
with the result that no dividends 
were paid in the fiscal year ended 
January 31, 1941. The Tax Court 
pointed out that most of the share- 
holders filed tax returns on a 
calendar-year basis and dividends 
paid after the close of the fiscal 


year were subject to the same 
surtax if they had been paid in 
January before the fiscal year 
ended. It was obvious that the 
purpose was not to avoid the 
surtax on shareholders. 


Summary of Factors Considered in 
Decided Cases: 


Analysis of all the cases can be 
summarized as follows: 


Factors deemed favorable to tax- 
payers: 

(1) Funds accumulated for expansion and 
growth. 

(2) Funds accumulated to provide the 
business with cash required for in- 
creased working capital needs,—e.g., 
for expected inventory increases, for 
financing increase in accounts receiv- 
able. 

(3) Funds accumulated to provide needed 
reserves for replacing equipment and 
for renegotiation. 


(4) Some dividends paid in taxable years. 


Factors deemed unfavorable to 
taxpayers: 
(1) Stock closely held. 


(2) Direct or indirect loans to stockholders 
included among assets. 


(3) Expansion program could not be ful- 
filled within the foreseeable future. 


(4) Investments made with idle funds in 
unrelated businesses. 


(5) Stockholders avoided payment of large 
personal surtaxes. 

(6) No dividends were paid or, in cases 
where paid, were extremely small in 
comparison to earnings. 


Conclusion: 


One of the better articles written 
about Section 102 in the years 
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following the publication of T.D. 
5398 was written by Mr. Mark E. 
Richardson for the November, 1946, 
issue of the L. R. B. & M. JOURNAL 
in which he concluded “. . . sec- 
tion 102 does not need to be, and 
should not be, a detriment to sound 
business planning and to honest, 
sincere efforts toward expansion. 
However, the future of many small 
businesses rests in proper, under- 
standing administration of this sec- 
tion. If the section is applied only 
where it was intended to be applied, 
the administering officials will be 
doing service to our economy. [If it 
is used solely to collect more 
revenue, without consideration of 


the detrimental effects upon the 
future of our business enterprises, 
strong condemnation will be in 
order.” Looking back some six 
years later, it can be safely said 
that the courts have taken the 
sensible viewpoint that Section 102 
is meant to protect the revenue and 
is not in itself meant to add to the 
revenues. If the directors of a 
corporation decide not to pay a 
dividend, the courts will not sub- 
stitute their judgment for that of 
the directors unless it clearly ap- 
pears that the directors’ decision 
was reached primarily to avoid 
payment of surtaxes by the share- 
holders. 





Problems Peculiar to the Third Excess Profits Tax Year 


(Continued from page 10) 


to a percentage of net income as in 
the case of charitable contributions, 
such percentage must be based on 
income adjusted to the accrual 
basis. A similar requirement under 
prior law was upheld during the 
current year by both the Fifth and 
Sixth Circuits. (Leo Kahn Furni- 
ture Co. v. Com’r, C.A.-6, April 4, 
1952; Carroll Furniture Co. v. Com’, 
C.A.-5, June 24, 1952.) 

The Consolidated Apparel Co. 
case (17 T.C. No. 194) is of interest 
with respect to abnormal deduc- 
tions in the base period under Code 
section 433(b)(9). This case was 
decided under Code section 711(b) 
(1)(J) of the World War II law, 





the counterpart of present section 
433(b)(9). In this case, the Tax 
Court reaffirmed that, for the 
purpose of determining abnormal 
deductions, deductions need not be 
classified according to the statutory 
deduction categories of Code sec- 
tion 23. It was accordingly held 
that amortization of leasehold im- 
provements on premises subject to 
a short-term lease was a separate 
class of deduction and that grouping 
with the amortization of improve- 
ments on leases in other depart- 
ments, for the purpose of checking 
compliance with the arithmetical 
tests of the Code, was not re- 
quired. 
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Experience with the New “Spin-Off” and Other 
Reorganization Provisions 


By JOHN MCCULLOUGH 


“SPIN-OFF” PROVISIONS 

The terms “spin-off,” “‘split-up’’ 
and “‘split-off” are now apparently 
fairly well accepted in tax literature. 
A “spin-off”? occurs when Corpora- 
tion A organizes Corporation B, and 
transfers part of its assets to Cor- 
poration B in consideration of the 
issuance by Corporation B of its 
stock to the stockholders of Corpo- 
ration A. Both Corporations A and 
B continue in existence and the 
stockholders of Corporation A re- 
tain all of their stock. A “‘split-up” 
occurs when Corporation A trans- 
fers part of its assets to Corporation 
B and the remainder to Corporation 
C in consideration of the issuance 
of their capital stocks to the stock- 
holders of Corporation A which 
liquidates and goes out of existence. 
As part of the plan, the stock- 
holders of Corporation A exchange 
all of their stock for the stocks of 
Corporation B and Corporation C. 
A “split-off’ occurs when Corpo- 
ration A transfers part of its assets 
to Corporation B. The _ stock- 
holders of Corporation A surrender 
part of their stock in Corporation 
A in exchange for all the stock in 
Corporation B. 


History of “Spin-Off” Provisions: 


The 1924 Act contained the first 
“spin-off” provision. The Ways 





and Means Committee Report on 
that Act, in explaining the new 
“spin-off” provision, pointed out 
that, without the new provision, 
it was impossible to effect a “‘spin- 
off’ tax-free under the reorganiza- 
tion provisions but it was possible 
to effect a “‘split-up” tax-free under 
those provisions. The new pro- 
vision was enacted to enable cor- 
porations to reorganize without 
incurring the expense of forming a 
new corporation and dissolving the 
old corporation. This provision 
was extremely helpful to the busi- 
ness community not only because 
the reorganization was less costly 
to effect but also because it avoided 
legal complexities involved in the 
transfer or assignment of such 
assets as leases which might not 
necessarily be assignable. This 
“spin-off” also avoided technical 
arguments that could have been 
raised against the “‘split-off.” 

This 1924 “spin-off” provision, 
as re-enacted in the 1928 Act, was 
invoked by the taxpayer in one of 
the most famous income tax cases 
of all time, i.e., the Gregory case. 
In that case, Corporation A “spun 
off” to Corporation B certain mar- 
ketable securities. In accordance 
with the literal terms of the statute, 
the stock of Corporation B was 
conveyed to the sole stockholder of 
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Corporation A without the sur- 
render of any of her stock. Cor- 
poration B was liquidated at the 
end of three days and distributed 
its marketable securities to its 
stockholder. She sold the market- 
able securities the same day and 
reported the transaction at capital 
gain rates. Thus, the stockholder 
of Corporation A was in precisely 
the same position as if her corpo- 
ration had distributed a property 
dividend to her and the Commis- 
sioner said to her “that is precisely 
the way you shall be taxed.” The 
Second Circuit Court of Appeals 
and the Supreme Court both sus- 
tained the Commissioner on the 
ground that the plan did not effect 
a reorganization as that term with 
its complete connotation was em- 
ployed in the taxing statute. The 
Supreme Court said, ‘“Putting aside, 
then, the question of motive in 
respect of taxation altogether, and 
fixing the character of the pro- 
ceeding by what actually occurred, 
what do we find? Simply an opera- 
tion having no business or corporate 
purpose—a mere device which put 
on the form of a corporate reorgani- 
zation as a disguise for concealing 
its real character, and the sole 
object and accomplishment of which 
was the consummation of a pre- 
conceived plan, not to reorganize 
a business or any part of a business, 
but to transfer a parcel of corporate 
shares to the petitioner.” Much of 
the language used in the opinions 


was incorporated in the Regulations 
and it is still there today. 

Significant sentences are “The 
purpose of the reorganization pro- 
visions of the Internal Revenue 
Code is to except from the general 
rule certain specifically described 
exchanges incident to such read- 
justments of corporate structures, 
made in one of the particular ways 
specified in the Code, as are re- 
quired by business exigencies, and 
which effect only a readjustment 
of continuing interests in property 
under modified corporate forms. 
Requisite to a reorganization under 
the Code are a continuity of the 
business enterprise under the modi- 
fied corporate form, and a continu- 
ity of interest therein on the part 
of those persons who were the 
owners of the enterprise prior to 
the reorganization.” 

The Ways and Means Committee 
Report in explanation of the 1934 
Act stated that the “spin-off” 
provision was being used to pay 
what would otherwise be taxable 
dividends and upon its recommen- 
dation the “spin-off” provision was 
repealed. Taxpayers faced with 
the “spin-off” type of reorganiza- 
tion were uncertain about the 
effect of the repeal on “‘split-offs’’ 
and “split-ups.” The Treasury 
argued that the “‘split-off’” was in 
substance indistinguishable from 
the “spin-off’”’ and should be treated 
in the same manner. The “split- 
up” was generally regarded as a 
safer type of reorganization since 
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the plan seemed to conform more 
precisely with the statutory require- 
ments. 


Tax Court Approval of “‘Split-Off”: 


The Treasury’s position that the 
“split-off’ should be taxed in the 
same way as the “spin-off” was 
recently presented to the Tax 
Court in Spangler, 18 T.C. No. 123. 
The taxpayer owned stock in Cor- 
poration A which was engaged, in 
California, in the manufacture of 
casinghead gasoline from wet gas. 
The corporation acquired oil lease- 
holds in California and, later, unde- 
veloped oil and gas leases in Texas. 
The development of the Texas 
leases required financing and super- 
vision. It was desired to separate 
the Texas properties from Corpo- 
ration A so that the latter would 
not become financially involved. 
A “split-off” plan of reorganization 
was accordingly evolved under 
which the Texas properties and 
Government bonds for working 
capital purposes were conveyed to 
a new Corporation B which dis- 
tributed its stock to the stock- 
holders of Corporation A, who 
thereupon surrendered one-half 
of their stock in Corporation A in 
exchange for the Corporation B 
stock. At the time of the exchange, 
the stockholders had no intention 
of selling the stock in either A or 
B. It was decided that B should 
not be operated as a subsidiary 
of A since this would entail a 


California franchise tax on the 
receipt of dividends from B. 

The Treasury argued that the 
transaction was a “split-off” which 
had the same economic result as 
a “spin-off” and that the tax 
treatment should be identical. The 
Tax Court held that the transaction 
was tax-free since the Code specifi- 
cally provided for nonrecognition 
where there was an exchange. The 
Treasury conceded in its brief that 
there would have been a tax-free 
reorganization had there been a 
“split-up.” This decision squarely 
supports the proposition that the 
typical “split-off’ is a tax-free 
reorganization. It is not known as 
yet whether the Treasury will 
appeal this decision or modify its 
attitude towards “‘split-offs.”’ 


New “Spin-Off” Provision Adopted: 


The business community has 
been required to operate in this 
condition of uncertainty and, until 
October 20, 1951, the date of the 
enactment of the 1951 Act, without 
the benefit of any “spin-off” pro- 
vision. The Senate Committee 
Report recognizes that it was 
economically unsound to impede 
“spin-offs” which were undertaken 
for legitimate business purposes. 
The 1951 Act reinstated the “‘spin- 
off” provision with certain safe- 
guards. These are, (1) preferred 
stock cannot be distributed, (2) 
both new and old corporations 
must intend to continue the active 
conduct of a trade or business, and 
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(3) the new corporation must not 
be used principally as a device for 
the distribution of earnings or 
profits. 


Obtaining Rulings Approving “Spin- 
Offs”: 

According to press reports, a lead- 
ing movie company had to separate 
its theatres from its studio opera- 
tions and asked the Treasury to ap- 
prove the “spin-off” of the theatre 
operations. The reports indicate 
that the Treasury would not grant 
a satisfactory ruling and the com- 
pany was forced to proceed with the 
more complicated and more costly 
method of splitting up. 

It is known, however, that the 
Treasury has issued at least three 
rulings approving “spin-offs’’ where 
it was satisfied that there were good 
business reasons for forming the 
new company. 

In one case, the taxpayer made 
the following representations, (1) 
there was no present intention on 
the part of the taxpayer or its stock- 
holders to liquidate either the old or 
the new corporation at any time in 
the foreseeable future, and (2) there 
was no present intention to sell or 
dispose of any of the stock in the 
old or new corporations at any 
time in the foreseeable future, ex- 
cept that, possibly, sales of stock 
might be made to employees at 
some future date but, if so, such 
stock would not be in excess of 5 per 
cent of the total shares. 





The ruling held that (1) the plan 
qualified as a reorganization under 
Section 112(g)(1)(D); (2) no gain or 
loss would be recognized to the tax- 
payer on the transfer of part of its 
assets to the new corporation solely 





in exchange for the capital stock of | 
the new corporation under Section | 


112(b) (4); 


(3) under new Sec- | 


tion 112(b)(11), no gain or loss will | 


be recognized upon the receipt of 
the stock in the new corporation by 
the stockholders of the taxpayer; 
(4) the assets received by the new 


corporation will take the same basis | 


which they had in the hands of the 
old corporation under Section 
113(a)(7); (5) under new Section 
113(a)(23), a provision relating to 
basis and correlative to new Section 
112(b)(11), the basis of the stock in 


the taxpayer and the new corpora- 


tion is to be determined by alloca- 
tion of the adjusted basis of the 


stock of the old corporation in ac- | 


cordance with regulations and (6) 
accumulated earnings and profits of 
the old corporation will be allocated 
to the new corporation in accord- 
ance with the provisions of Section 
29.115-11, Regulations 111. 


- ae 


Opinion was reserved as to | 


whether the new corporation would 
be allowed the $25,000 exemption 


from the surtax or the $25,000 mini- | 
mum excess profits credit in view of | 


the provisions of Section 15(c) 
which requires the disallowance of 


_ 


such items unless the new corpo- | 
ration “shall establish by the clear | 
preponderance of the evidence that | 
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the securing of such exemption or 
credit was not a major purpose of 
such transfer.” Furthermore, the 
ruling was qualified by the state- 
ment that it would be of no force 
or effect to the extent that the forth- 
coming regulations may be incon- 
sistent with the conclusions ex- 
pressed. * 

The other two cases in which rul- 
ings approving “‘spin-offs” were re- 
ceived involved proposed transfers 
of real estate and lease-backs of the 
property by the new corporation to 
the old corporation. 


Effect of Other Provisions on Desira- 
bility of ““Spin-Offs’’: 


No reorganization of the type 
here discussed should be effected 
without considering the operation 
of Part II of the excess profits tax 
law. Briefly, that part sets forth 
complicated rules for the allocation 
of part of the excess profits credit 
based upon income of the old corpo- 
ration to the new corporation. Com- 
putations should be made so that 
the taxpayer will be fully informed 
as to the effect of the “spin-off” 
upon the excess profits tax. 

Similarly, no reorganization of the 
type here discussed should be 
effected without considering the 
possible loss of unused excess profits 
credit and net operating loss carry- 
overs and carry-backs. None of 
these credits or deductions would be 





*Proposed regulations were published in 
the Federal Register November 22, 1952. 


available to the new corporations. 
In the case of the “split-up,” it 
appears that they would be com- 
pletely lost, whereas, in the case of 
“split-offs” and “spin-offs,” it would 
appear that they would be available 
solely to the old corporations. 


MERGERS 


Utilization of Carry-overs of Merged 
Corporation: 

Considerable interest is still being 
shown in corporations with net 
operating loss and unused excess 
profits credit carry-overs. The pro- 
spective sellers of such corporations 
generally claim that such deductions 
and credits are available to the 
buyers. It will be recalled that in 
1949 the Court of Appeals for the 
Second Circuit in Stanton Brewery, 
Inc. v. Commissioner, 176 F.(2d) 
573, reversed the Tax Court and 
held that the resulting corporation 
in a statutory merger of two New 
York corporations under New York 
law is entitled to carry over the 
unused excess profits credit of one 
of its components. Strong argu- 
ments may be adduced in favor of 
the proposition that the ‘‘taxpayer”’ 
does not lose its identity in merging 
with another corporation and that, 
therefore, the surviving corporation 
is still the taxpayer. We understand 
that many technicians in the Treas- 
ury Department have considerable 
respect for the Stanton case although 
no Official position has been taken 
as to whether it will be followed. 
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Under the following circum- 
stances, it is sometimes possible to 
utilize the carry-over losses and 
credits of a newly-acquired corpo- 
ration. First, the new corporation 
is acquired and operated as a 
wholly-owned subsidiary. Second, 
the operating assets of a profitable 
division of the parent corporation 
are transferred to the new subsidi- 
ary. Third, management and 
financial help will be extended to 
the new subsidiary and it is hoped 
that the new subsidiary will be 
profitable. The new subsidiary 
should be entitled to carry forward 
the operating loss to offset against 
its profitable operations. 


The Treasury some time ago 
issued an unpublished ruling to the 
effect that such an operating loss 
may be carried forward in an 
amount not in excess of the net in- 
come earned by the merged corpo- 
ration in the periods following the 
merger. Treasury representatives 
have stated, however, that the 
entire question is under reconsidera- 
tion and that no further rulings will 
be issued for the time being. Two 
cases, Gallo Wineries and California 
Casket*, are now pending before the 
Tax Court. These cases may or 
may not dispose of the question. 





* On October 15, 1952 the Tax Court de- 
cided the California Casket Co. case, in 
which it refused to follow the decision of 
the Circuit Court of Appeals in the Stanton 
Brewery case, and denied the carry-forward 
of an unused excess profits credit in a 
statutory merger. 





Advantages of Mergers: 


In deciding upon the type of 
reorganization, it should be borne 
in mind that the merger has the 
following important tax advan- 
tages: 


I. A ruling may be procured that a merger 
is tax-free if the state statute requires 
only a majority of assenting votes, 
whereas the Treasury may require as 
much as 90 per cent or more in other 
types of reorganization. 


II. Under the rationale of the Stanton 
Brewery case, the merger may avail 
the surviving corporation not only net 
operating loss and other carry-over 
privileges, but also the right to deduct 
bond discount amortization and other 
items incurred by the predecessor but 
paid by the surviving corporation. 


III. As a practical matter, statutory merg- 
ers are generally regarded as safer in 
view of the specific statutory language. 


The merger also has other very 
important advantages. First, all 
leases and contracts can be taken 
over by the surviving corporation 
by operation of law even though 
they have provisions against assign- 
ment. Second, mergers do not al- 
ways require the filing of registra- 
tion statements. On the other hand, 
mergers entail the assumption of all 
liabilities by operation of law and 
nonassenting stockholders have the 
right to demand [payment of their 
stock at appraised values. This 
right extends to the stockholders of 
both companies. 
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STocK DIVIDENDS AND 
RECAPITALIZATIONS 


Recent decisions and law review 
articles indicate quite clearly that 
the tax treatment to be accorded to 
stock dividends and recapitaliza- 
tions is still in a process of evolu- 
tion. One recent development 
which helped to clear away some 
of the uncertainty in this field was 
the issuance, in May of this year, 
of I.T. 4081, C.B. 1952-1, 65, which 
revoked an earlier ruling which had 
been outstanding since 1924. The 
new ruling expresses agreement with 
three decisions holding that the ex- 
change of bonds for the same prin- 
cipal amount of new bonds of the 
same corporation, pursuant to a 
plan of reorganization, constitutes 
a recapitalization. 


Exchange of Debentures for Preferred 
Stock: 


In a recent district court case, 
Penfield v. Davis, 105 Fed. Supp. 
292, the corporation was organized 
in 1928, and acquired all the assets 
of a predecessor in exchange for all 
its common and preferred capital 
stock. Financial advisers of the new 
corporation had recommended that 
the new corporation issue the pre- 
ferred stock because it would facili- 
tate the sale of mortgage bonds 
which had warrants to buy common 
stock attached. The preferred was 
outstanding from 1928 to 1942 
when, in pursuance of a plan of 
reorganization, it was exchanged for 


debentures having a face amount 
equal to the par value of the pre- 
ferred stock. The interest rate was 
the same as the cumulative dividend 
rate on the preferred. In the four- 
teen years that the preferred stock 
was outstanding, the holdings of the 
preferred and common became dis- 
proportionate as shown by the fol- 
lowing tabulation: 














Percentages 
Number of 
Stockholders Common Preferred 
10 13.33 13.33 
4 late 26.04 
< 18.09 ets 
11 68.58 60.63 
32 100.00 100.00 





The stockholder-taxpayer held 
1.75% of the common, and .83% of 
the preferred. The debentures were 
less favorable than the preferred to 
the holders because (1) they had 
no voting power, (2) the preferred 
was redeemable at a premium of 
$5.00 and could be redeemed only 
to the extent of 100%, whereas the 
debentures were redeemable in 
whole or in part and no premium 
was payable if they were redeemed 
at their maturity five years from 
date of issue. The stock was fairly 
well divided and it appeared that 
the plan was developed and exe- 
cuted by management rather than 
by the stockholders. 

In spite of the factual background 
in this case, the Treasury assessed 
and collected income taxes on the 














30 


L. R. B. & M. Journal 





theory that the exchange of the de- 
bentures for the preferred stock 
constituted a dividend taxable at 
ordinary rates. The taxpayer 
brought suit for refund in the Dis- 
trict Court. 


The Court made, among others, 
the following conclusions of law: 


1. The exchange was a recapitalization 
within the meaning of Section 112(g)(1) 
(E) of the Code. 


2. If a business or corporate purpose is 
required in the recapitalization type of 
reorganization, the requirement was 
satisfied (a) by the simplification of the 
capital structure, (b) by the successful 
operation in the recapitalized form, (c) 
by the elimination of the premium on 
the retirement of the preferred, (d) by 
facilitating the redemption of the senior 
security, since the debentures could be 
redeemed in part while the preferred 
had to be redeemed in its entirety, and 
(e) by substantial savings in corporate 
income taxes, since the interest was 
deductible whereas the dividends on the 
preferred were not. 


3. No gain or loss was recognized on the 
exchange of the securities under Section 
112(b) (3). 


The Court pointed out that the 
redemption of the preferred in this 
case was not essentially equivalent 
to a dividend since many of the 
stockholders held no common stock 
at all and the net effect was not the 
same as a dividend. 


This case illustrates the extent to 
which the Treasury is endeavoring 
to extend the dividend theory at 
the present time. 


Dividend in Preferred Stock with 
Only Common Outstanding: 


Another recent case demonstrates 
that the courts are still struggling 
with the problem of how to treat 
stock dividends. 


In Chamberlin, 18 T.C. #23, on 
appeal before the Sixth Circuit, a 
closely held corporation had ac- 
cumulated substantial earnings in 
cash and was fearful of Section 102. 
On December 28, 1946, the corpo- 
ration, after procuring a commit- 
ment from insurance companies to 
buy the dividend stock, declared a 
416% cumulative preferred stock 
dividend on the common which was 
the only stock then outstanding. 
The preferred was subject to man- 
datory redemption at the rate of 


25% in two years and 1214% in 
each succeeding year. It was re- 


deemable in whole or in part on any 
quarterly dividend date at par plus 
accrued dividends and varying pre- 
miums. 


On December 30, 1946, in ac- 
cordance with prior negotiations, 
the preferred stock was sold to the 
insurance companies. It appears 
that this plan was developed by in- 
vestment counsel and concurred in 
by tax counsel to provide a means 
of withdrawing cash earnings at the 
capital gain rate rather than as a 
dividend. In fact, the insurance 
company’s report which was intro- 
duced in evidence contained this 
charmingly naive and frank ad- 

(Continued on page 38) 
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New Tax Status of Mutual Savings Banks, 
Building and Loan Associations 


and Farm Cooperatives 


By HERMAN STUETZER, JR. 
(Boston Office) 


Following the pattern set by the 
Revenue Act of 1950 in making 
taxable the unrelated business net 
income of eleemosynary organiza- 
tions, Congress in the Revenue Act 
of 1951 attacked the tax-exempt 
status of two other classes of or- 
ganizations. One class attacked 
was mutual savings banks and 
building and loan associations, while 
the other was certain farm coopera- 
tives. 


MUTUAL SAVINGS BANKS AND 
BUILDING AND LOAN ASSOCIATIONS 


Mutual savings banks as they 
exist in many states are nonstock 
corporations run by self-perpetuat- 
ing boards of trustees. Prior to the 
Revenue Act of 1951, they were tax 
exempt under Sec. 101(2) of the 
Internal Revenue Code. 

Building and loan associations, 
which under the Internal Revenue 
Code include savings and loan asso- 
ciations, both federal and state, and 
Massachusetts cooperative banks, 
are similarly nonstock organiza- 
tions. Shares frequently spoken of 
in connection with such associations 
are not shares of stock in the con- 
ventional sense but are actually de- 
posits of specified amounts. Such 





organizations formerly were tax 
exempt under Sec. 101(4). 


Exemption from Income Tax Termi- 
nated: 

Sec. 313 of the Revenue Act of 
1951 eliminated the tax-exempt 
status of these organizations effec- 
tive for the first taxable year begin- 
ning after December 31, 1951 
by repealing Sec. 101(2) and amend- 
ing Sec. 101(4). The result of this 
and other changes in the Code was 
to make these organizations taxable 
like incorporated commercial banks 
with the important exception that 
an amendment to Sec. 454 retained 
their exemption from excess profits 
tax. At the same time Congress 
added to the Code various special 
provisions applicable only to these 
organizations. 


Special Tax Provisions Applicable: 


New Sec. 23(r) allows a deduction 
in determining net income of with- 
drawable dividends paid or accrued 
during the taxable year on deposits 
or “shares.”” Such dividends are 
the practical equivalent of interest 
paid by commercial banks, but the 
dividends received credit should 
apply to corporate depositors. 
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Sec. 23 (dd) allows savings banks 
and building and loan associations 
to deduct in determining net in- 
come amounts paid during the tax- 
able year to the United States, any 
agency thereof, or any state mutual 
fund in repayment of loans made 
prior to September 1, 1951. 

The lawmakers decided that these 
organizations should have special 
standards for the determination of 
what constitutes a reasonable addi- 
tion to the bad debt reserve. These 
special standards were provided by 
an amendment to Sec. 23(k)(1) 
which on its face is both complex 
and ambiguous. The details of this 
provision will be discussed later. 

Under the laws of many states, 
savings banks are permitted to en- 
gage in the life insurance business. 
Congress concluded that, if such 
business is carried on in a separate 
department which, if separately in- 
corporated, would qualify as a life 
insurance company under the In- 
ternal Revenue Code, then the net 
income from that department 
should receive the same favorable 
treatment as the net income of a 
life insurance company under Sup- 
plement G of the Code. 


Basis of Property Under Proposed 
Regulations: 

The Commissioner of Internal 
Revenue on July 1, 1952 pro- 
posed additions to Regulations 
111 interpreting the new statu- 
tory provisions applicable to sav- 
ings banks and building and loan 


associations. They are indica- 
tive of the Commissioner’s position 
on many questions. For instance, 
Sec. 29.113(b)(1)-4 of the additions 
indicates that the basis of property 
of savings banks and building and 
loan associations is to be the basis 
determined under Sec. 113(a), sub- 
ject to the usual adjustments re- 
quired in Sec. 113(b), such as de- 
preciation allowable from the date 
of acquisition including the tax- 
exempt years. 

The same section of the proposed 
regulations also provides that the 
basis under Sec. 113(a) of tax- 
exempt and partially tax-exempt 
bonds must be reduced by amortiz- 
able premiums even in the years in 
which these organizations were tax- 
exempt. Such amortization is re- 
quired only for years beginning after 
December 31, 1941, the effective 
date of Sec. 125 which established 
the amortization of bond premium. 
The proposed regulations further 
require that the basis of fully tax- 
able bonds must be reduced by 
amortizable premium since the date 
amortization was elected. Presum- 
ably such election could not be 
made before the first taxable year, 
since Sec. 29.125-4 of Reg. 111 
requires that the election be made 
by claiming a deduction for bond 
premium in the tax return. 

The validity of the proposed 
regulations in requiring adjustments 
of basis by depreciation allowable in 
tax-exempt years and by bond pre- 
mium amortizable in tax-exempt 
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years is not without question. How- 
ever, due to the deduction available 
for dividends paid or credited to 
depositors, savings banks and build- 
ing and loan associations can accept 
the Commissioner’s regulations as 
correct and still avoid payment of 
tax by adequate accruals. Such a 
course may be preferable to that of 
litigation. 


Net Operating Loss Deduction: 


In the determination of the net 
operating loss deduction for savings 
banks or building and loan associa- 
tions, Sec. 29.101(2)-2 and Sec. 
29.101(4)-2 of the Commissioner’s 
proposed additions to Reg. 111 
state that tax-exempt years should 
be disregarded for all purposes. 
This provision in the proposed regu- 
lations is a mixed blessing. In not 
requiring that a net operating loss 
for the first taxable year be reduced 
by the net income of the previous 
nontaxable year the Commissioner 
has taken a position favorable to the 
new taxpayers. However, by refus- 
ing to permit the carry-forward of 
net operating losses from the tax- 
exempt years, the Commissioner is 
seriously prejudicing these tax- 
payers. 


Deduction for Dividends to Depositors: 


Sec. 29.23(r)-1 of the proposed 
regulations seems to interpret fairly 
the statutory deduction for divi- 
dends paid or accrued to depositors 
during the taxable year. This pro- 
vision in the proposed regulations 





limits the deduction to such 
amounts as are withdrawable by the 
depositors subject only to the cus- 
tomary notice required for the with- 
drawal of deposits. Under this 
interpretation amounts credited to 
share accounts in certain types of 
building and loan associations which 
do not become withdrawable until 
later years are not deductible until 
those later years. 


Deduction for Addition to Bad Debt 
Reserves: 

Sec. 29.23(k)-5(b) of the pro- 
posed regulations offers some clarifi- 
cation of the ambiguous language in 
Sec. 23(k)(1) defining the computa- 
tion of a reasonable addition to the 
bad debt reserve. If the reserve 
method is elected, it appears that 
the taxpayer is entitled to deduct as 
a reasonable addition to its bad debt 
reserve the excess of 12% of total 
deposits or withdrawable accounts 
at the end of the taxable year over 
the total of “surplus, undivided 
profits and reserves” at the begin- 
ning of the taxable year but in no 
event more than the taxpayer’s net 
income for the year. The regula- 
tions define “surplus, undivided 
profits and reserves” as the excess 
of total assets over total liabilities. 
Total assets include all money and 
property at the adjusted basis for 
determining gain, while total lia- 
bilities are defined as being all lia- 
bilities which are ‘‘fixed and deter- 
mined, absolute and not contingent, 
and includes those items which con- 
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stitute liabilities in the sense of 
debts and obligations.” This would 
seem to exclude from liabilities any 
reserves or guarantee funds required 
by state or federal law. The pro- 
posed regulations require that re- 
coveries of debts previously charged 
off be credited to the reserve. Em- 
phasis should be placed on the pro- 
visions in the proposed regulations 
requiring that the reserve and all 
adjustments be reflected on the 
books of account. 


Under the proposed regulations 
the amount which can be deducted 
as a reasonable addition to the bad 
debt reserve in a particular year in- 
cludes minimum amounts credited 
to special reserves required by state 
and federal law as well as the 
amount credited to the account 
specifically designated the reserve 
for bad debts. If more than the 
minimum amount is credited to such 
a state or federal reserve, such 
excess over the minimum cannot be 
treated as if credited to the bad debt 
reserve. The application of this 
provision is well illustrated by the 
example set forth in detail in the 
regulations. 


The proposed regulations indi- 
cate that these new taxpayers may 
be entitled to deduct a greater 
amount as a reasonable addition to 
the bad debt reserve than that com- 
puted in accordance with the fore- 
going discussion. Furthermore, a 


deduction may be allowed for a 
reasonable addition to the bad debt 





reserve even if the sum of surplus, 
undivided profits and reserves at 
the beginning of the taxable year is 
equal to or greater than 12% of 
total deposits or withdrawable ac- 
counts at the end of the taxable 
year. The proposed regulations 
provide without adequate explana- 
tion that under some circumstances 
a deduction for an addition to the 
bad debt reserve is possible “‘under 
the general provisions” of Sec. 
29.23(k)-4(a) of Reg. 111. 


Provisions Applicable to Banks in 
General: 


Since mutual savings banks and 
building and loan associations are 
now taxable in a manner similar to 
commercial banks, they should be 
familiar with the special statutory 
provisions, rulings and practical tax 
possibilities of particular import- 
ance to banks generally. One of 
these is Sec. 117(i) of the Code. 
Under this provision, if a bank’s 
dealings for the taxable year in 
bonds, debentures, notes, certifi- 
cates or other evidences of indebted- 
ness issued by a corporation or 
governmental body with interest 
coupons or in registered form result 
in a net loss, then such loss is 
treated as an ordinary loss even 
though some of the bonds or other 
evidences of indebtedness may have 
been capital assets. On the other 
hand, if the net result is a gain, then 
those bonds or other evidences of 
indebtedness which were capital 
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assets at the time of sale are so 
treated. Thus in appropriate cir- 
cumstances the net result may be a 
long-term capital gain. As a result 
of this provision, it is common 
practice among banks to concen- 
trate in one particular year bond 
sales producing losses. The corol- 
lary to this proposition is not to 
have any bonds sold at a loss in 
a year in which bonds were sold 
that produced a long-term capital 
gain. 

Because savings banks and build- 
ing and loan associations are gener- 
ally heavily involved in real estate 
mortgages, the position taken by 
the Bureau of Internal Revenue in 
G. C. M. 26690, C.B. 1951-1, 28, 
as to the treatment of gains and 
losses resulting from the disposition 
of real estate acquired on fore- 
closures is of importance. There the 
Bureau stated that such real estate 
acquired by an organization en- 
gaged in the business of making real 
estate loans is real estate “‘used in 
the trade or business” within the 
meaning of that phrase as used in 
Sec. 117(a)(1) and Sec. 117(j), pro- 
vided that the real estate was not 
held for investment. Under this 
ruling, gains and losses from the 
disposition of such real estate held 
more than six months from the date 
of foreclosure are lumped with any 
other gains or losses of the taxpayer 
subject to Sec. 117(j). Any net gain 
is treated as long-term capital gain, 
while any net loss is deductible as 
an ordinary loss. 


FARM COOPERATIVES 


Before the Revenue Act of 1951, 
farm cooperatives fell into two 
classifications. There were those 
which were tax exempt under Sec. 
101(12) and those which were tax- 
able because they could not qualify 
under that section. 


Qualifications for Exemption Under 
Sec. 101(12): 


In order to qualify under Sec. 
101(12) it was essential for farmers’ 
or fruit growers’ cooperatives to be 
engaged in the marketing of produce 
for members or other producers 
and/or in the purchase of supplies 
and equipment for members or other 
persons. However, the law pro- 
vided that the value of products 
marketed for nonmembers could not 
exceed 50% of all products mar- 
keted and the value of purchases for 
nonmembers could not exceed 50% 
of the value of all purchases. 
Furthermore, there was an addi- 
tional limitation in that the value of 
purchases for nonmembers who 
were not producers could not exceed 
15% of the value of all purchases. 
All of this business was required to 
be conducted on a cooperative non- 
profit basis and without any dis- 
crimination against nonmembers in 
patronage dividends. A tax-exempt 
cooperative was permitted to have 
capital stock, provided that the 
dividend rate was not in excess of 
8% or the legal rate of interest in 
the home state of the cooperative, 
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whichever was greater, and further 
provided that substantially all of 
such stock (except nonvoting non- 
participating preferred) was owned 
by the producers marketing or pur- 
chasing through the cooperative. 
An important provision of Sec. 
101(12) permitted tax-exempt co- 
operatives to accumulate reserves 
required by state law, as well as a 
“reasonable reserve for any neces- 
sary purpose.” 


Cooperatives which were unable 
to satisfy the various requirements 
of Sec. 101(12) were subject to the 
corporate normal tax, surtax and 
excess profits tax. However, even 
as to such taxable cooperatives, 
Bureau practice, sanctioned by the 
courts, permitted the exclusion from 
gross income of patronage dividends 
paid or allocated to patrons. 


Effect of 1951 Act: 


The Revenue Act of 1951 did not 
repeal Sec. 101(12) or eliminate the 
distinction between tax-exempt and 
taxable cooperatives. Sec. 314(a) 
of that Act merely amended Sec. 
101(12) to make tax-exempt co- 
operatives subject to corporate 
normal tax and surtax (but not the 
excess profits tax) for taxable years 
beginning on or after January 1, 
1952, in accordance with certain 
special provisions. 


Under the new law, tax-exempt 
cooperatives are permitted to de- 
duct in arriving at taxable net in- 


come dividends paid on capital 
stock during the year. It should be 
noted that the deductibility of these 
dividends depends upon their actu- 
ally being paid during the taxable 
year. 


On the other hand, the new law 
also permits tax-exempt coopera- 
tives to deduct in arriving at net 
income not only payments but also 
allocations to patrons during the 
year of income not derived from 
patronage. Payments or alloca- 
tions made after the close of the 
taxable year but on or before the 
fifteenth day of the ninth month 
following the close of such taxable 
year are considered to have been 
made on the last day of the taxable 
year, provided they are attributable 
to income of the taxable year or a 
prior year. The law requires that if 
they are not paid in cash or mer- 
chandise they must be evidenced 
by capital stock, revolving fund 
certificates, retain certificates, cer- 
tificates of indebtedness, letters of 
advice or “in some other manner 
that discloses to each patron the 
dollar amount allocated to him.” 


Finally, Sec. 101(12) as amended 
now requires that tax-exempt co- 
operatives treat patronage divi- 
dends in the same manner as tax- 
able cooperatives. This means that 
such patronage dividends may be 
excluded from gross income. The 
exclusion is permitted under the 
statutory language if the dividends 
are paid or allocated under the same 
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rules as nonpatronage income on or 
before the fifteenth day of the ninth 
month following the close of the 
taxable year. 


In addition to amending Sec. 
101(12) the 1951 Act added sub- 
section (f) to Sec. 148. This new 
subsection requires that both tax- 
able and tax-exempt cooperatives 
file annual information returns, 
starting with 1951, for any patron- 
age dividend allocation of $100 or 
more. The law further empowers 
the Treasury to require information 
returns for all patronage dividends 
regardless of amount. The regula- 
tions promulgated under Sec. 148(f), 
however, leave the reportable mini- 
mum of patronage dividends at 
$100. 


Unsettled Questions: 


The new tax status of farm co- 
operatives is far from clear. 
Furthermore, at this time we are 
handicapped because we do not 
even have proposed regulations 
except as to the information return 
provision.* As a result definite 
answers cannot be given to such 
questions as the possible due date of 
the return. In general, cooperatives 
could not complete their returns by 
the usual fifteenth day of the third 
month after the close of the taxable 
year in view of the 84% months al- 





*Proposed regulations published in the 
Federal Register November 8, 1952 shed no 
light on the problems discussed in this 
paragraph, 


lowed for paying or allocating pa- 
tronage dividends and other income. 
The problem may be met by grant- 
ing extensions, either on specific re- 
quest, or on a general basis. Neither 
is there any way of knowing 
whether Form 990, Annual Return 
of Information for Tax-Exempt Or- 
ganizations, will still be required in 
view of the fact that these organiza- 
tions are still technically tax 
exempt. Rather than requiring 
both a Form 990 and a Form 1120 
(Corporation Income Tax Return), 
the Bureau may devise a special 
form which will ask for all of the 
desired information. 


Answers to some questions can be 
drawn by analogy from the pro- 
posed regulations for savings banks 
and building and loan associations. 
Thus, basis will probably be cost 
adjusted for depreciation allowable 
from the date of acquisition, includ- 
ing the tax-exempt years. The net 
operating loss deduction of a tax- 
exempt farm cooperative will proba- 
bly be computed without regard for 
prior tax-exempt years. { 


One element of considerable im- 
portance in the application of this 
new law to tax-exempt farm co- 
operatives is that credits to reserves 
in and of themselves are not de- 
ductible in arriving at taxable net 
income although the maintenance of 
a reasonable reserve for any neces- 





{The proposed regulations are in accord 
with the foregoing conclusions. 
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sary purpose does not destroy the 
tax-exempt character of a farm co- 
operative under Sec. 101(12). How- 
ever, reserves can in effect be made 
deductible if the amounts in the 


reserves whether they be derived 
from patronage income or non- 
patronage income are allocated to 
the patrons in accordance with the 
allocation rules discussed above. 





Experience with the New “Spin-Off” and Other 


Reorganization Provisions 


(Continued from page 30) 


mission—‘“The purpose of this issue 
of preferred is to enable the owners 
to take money out of the company 
and to pay thereon a capital gains 
tax of 25% rather than the normal 
personal income tax rates.” 

In the face of that record, the de- 
cision that the dividend was taxable 
is not surprising. The opinions of 
the Tax Court are, however, quite 
interesting. The majority held that 
whether a stock dividend consti- 
tuted income must be determined 
from a consideration of all the facts 
and that it is not enough to simply 
cite the Supreme Court’s decision 
in the Strassburger case that a divi- 
dend of preferred on common where 
only common is outstanding is a 
tax-exempt dividend. The Court 
stated that the stock dividend was 
not issued in good faith for any 
bona fide corporate purpose; that 
the case was similar to Bazley, 
where short-term debentures were 
issued in a recapitalization rather 





than short-term preferred stock, 
and that the sale of the preferred 
resulted in changing the propor- 
tionate interests of the stockholders. 
A concurring opinion would appar- 
ently restrict the Sitrassburger case 
to its precise factual situation, 
where there was but one stock- 
holder. In fact, this opinion im- 
plies that the Siérassburger case 
would be decided differently today. 
A dissenting opinion argued that the 
character of a stock dividend should 
not be affected by what the stock- 
holder does with it and that the 
Strassburger case should be fol- 
lowed. 

This decision points up the neces- 
sity of procuring a ruling from the 
Treasury Department that such 
dividends are tax-exempt. Until 
recently, such rulings have been 
granted where the stockholders have 
been willing to represent that they 
have no present intention to sell the 
preferred stock. 
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Tax Aspects of Ownership and Transfer of 
Interests in Oil 


By WILLIAM P. IRVING 
(Dallas Office) 


The tax aspects of ownership and 
transfer of interests in oil become 
important to the producer, the land- 
owner and the investor in oil and 
gas properties as a result of the pro- 
visions of the Internal Revenue 
Code, and regulations issued in 
respect thereto, providing for taxa- 
tion of the income from natural 
resources. 

The Treasury rulings and court 
decisions resulting from the inter- 
pretations placed on these provi- 
sions of the Code and regulations, 
by both the taxpayer and the 
government, have shaped the pat- 
tern of transactions leading up to 
the production of oil and gas income 
and the variety of relationships 
between the persons having in- 
terests in oil. 


Meaning of a “Property”: 


In the taxation of income and 
sales of interests in oil the ultimate 
unit to which all reference is made 
is a property. “Property” in this 
sense does not refer to the land as 
such. Regulations 111, Section 
29.23(m)-1(i) defines property as 


“ 


. . the interest owned by the tax- 
payer in any mineral property. The tax- 
payer’s interest in each separate mineral 


” 


property is a separate ‘property’; . . 


The term “mineral property” is 
further defined as “the mineral de- 
posit” or ‘‘minerals in place.” ‘‘Oil 
and gas in place” is the equivalent 
for our purposes as this discussion 
relates to interests in oil. Oil and 
gas in place is frequently found in 
two or more different sands on the 
same lease and under some circum- 
stances each such sand is a “mineral 
property.” 

The taxpayer’s interest in the “‘oil 
and gas in place’ in terms of the oil 
and gas industry may refer to: 


Kind of interest: fee, working interest, 
royalty, overriding royalty, oil payment, 
carried interest or net profit interest. 

Share: %, %, % of &, etc. 

Area: 80 acres described as the S-14 of 
SW-14 of Section 12, etc. 


As to kind of interest it is recog- 
nized that in the simultaneous ac- 
quisition in one instrument of both 
a working interest and an oil pay- 
ment, the two constitute separate 
“properties” of the taxpayer. Also, 
a single property may be split into 
several separate properties. As an 
illustration, the Treasury in G.C.M. 
22106 sets forth the hypothetical 
case of an individual owning a single 
tract of land who leases the west 
half to another, reserving a royalty, 
but continues to operate the east 
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half. That individual is thereafter 
considered to have two separate 
“properties” or interests. That is, 
the royalty income on the west half 
of the lease may not be grouped 
with the income from the operation 
of the retained east half for deple- 
tion purposes. 

When the taxpayer’s interest in 
the property refers to his share of 
the proceeds from production, the 
Treasury would recognize as many 
separate interests as there are con- 
veyances to the taxpayer. The ac- 
quisition of a one-half working 
interest in one conveyance and a 
one-half working interest from a 
different party in another convey- 
ance would apparently create two 
properties or interests in the same 
lease. 

As to the area covered by the 
taxpayer’s interest, the Treasury 
holds that each separate tract or 
parcel of land is a separate “‘prop- 
erty.” Noncontiguous areas are not 
single tracts and therefore are held 
to constitute more than one prop- 
erty, even though touching on one 
corner. The Treasury will not 
recognize a tract as exceeding one 
lease in area even though two or 
more leases which are contiguous 
are acquired at different times or at 
the same time from different 
grantors. The courts, however, 
generally take a more liberal and 
practical view of what constitutes 
a “property.” 

The regulations [Sec. 29.23(m)- 
1(i)] give the taxpayer an option to 








treat several mineral deposits con- 
tained in a single tract or parcel of 
land as a single property. This 
option may be exercised as to any 
or all mineral properties, irrespec- 
tive of the number contained. The 
consistent treatment required by 
the regulations is apparently limited 
to a particular tract and does not 
contemplate a uniform policy by 
the taxpayer with respect to every 
tract. Exercise of the option may be 
indicated by treating as one prop- 
erty on the depletion schedules at- 
tached to the returns or by similar 
action on the books of the taxpayer. 


Factors in Determining Taxable In- 
come: 

In the determination of the 
amount of income from an interest 
in oil subject to taxation, two items 
of major importance are depletion 
and expenditures for drilling and 
development of the property. In 
respect of each of these items, a 
well-defined policy of classification 
of costs as to each mineral deposit 
is necessary if the ultimate benefit 
from a tax viewpoint is to be ob- 
tained. In computing the depletion 
allowable it becomes necessary to 
determine both the gross income 
and net income from the property. 


Statutory Provision for Percentage 
Depletion: 
In Internal Revenue Code Sec- 
tion 114(b)(3) we find that: 


In the case of oil and gas wells the allow- 
ance for depletion under section 23(m) shall 
be 27144% of the gross income from the 
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property during the taxable year, excluding 
from such income an amount equal to any 
rents or royalties paid or incurred by the 
taxpayer in respect of the property. Such 
allowance shall not exceed 50% of the net 
income of the taxpayer (computed without 
allowance for depletion) from the property, 
except that in no case shall the depletion 
allowance under section 23(m) be less than 
it would be if computed without reference 
to this paragraph. 


This provision is commonly re- 
ferred to in the industry as “per- 
centage depletion” or “statutory 
depletion.’”’ Cost depletion is allow- 
able if the amount thereof exceeds 
percentage depletion. 


Cost Depletion: 


Cost depletion is likely to be sig- 
nificant if the amounts invested in 
the mineral property are substantial 
in relation to the estimated recover- 
able oil reserves, or if during the 
taxable year the operator has in- 
curred excessive expenditures for 
operating and other expenses, or 
drilling costs have been expensed 
under the taxpayer’s election, so 
that the property shows a loss before 
depletion or the 50% limitation 
applies. The basis of cost depletion 
is the same as the basis of the 
mineral property used in computing 
gain. The annual deduction for 
cost is determined by dividing the 
basis by the reserves as of the be- 
ginning of the year and multiplying 
the unit thus obtained by the num- 
ber of barrels sold during the year. 
Generally, based on the $2.65 price 


of oil today in most areas, if the 
basis divided by the estimated re- 
serves equals 72¢ per barrel or more, 
cost depletion should be determined. 


Meaning of ‘‘Gross Income from the 
Property”: 


The basic computation in deter- 
mining percentage depletion is to 
find 2714% of “‘gross income from 
the property.”’ Gross income from 
the property is the amount for 
which the taxpayer sells the oil and 
gas in the immediate vicinity of the 
well. If the oil or gas is not sold as 
such in the immediate vicinity of 
the well, but is processed or trans- 
ported from the property prior to 
sale, the gross income from the 
property is assumed to be equiva- 
lent to the market or field price. 
Other problems arise in determining 
the gross income from the property. 
If oil is sold “in place,” that is, an 
oil payment is carved out of the 
working interest on a lease and sold 
for cash, the taxpayer is directed to 
report the consideration received as 
ordinary income from the property 
subject to depletion. Also, “an 
amount equal to any rents or royal- 
ties paid or incurred by the tax- 
payer .. .”’ must be excluded from 
gross income. Since an amount paid 
for a lease where a royalty is re- 
tained is an advance royalty or 
“‘bonus,”” an aliquot portion must 
be excluded from gross income 
annually in determining depletion. 
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Meaning of “Net Income from the 
Property”: 

Deductions from gross income to 
determine the “net income . 
from the property” (50% of which 
is a limitation on the percentage 
depletion allowable) are for the 
most part readily ascertainable. 
Deductions directly attributable to 
the property are “deductions only 
in computing the net income from 
that property.” Other deductions 
must be allocated to the property. 
Overhead must be “fairly appor- 
tioned” between “mineral extrac- 
tion” and all “‘additional activities, 
taking into account the ratio” that 
“operating expenses directly at- 
tributable to the mineral extrac- 
tion . . bear to the operating 
expenses directly attributable to 
the additional activities.” The in- 
ference from the regulations is a 
preference toward an allocation of 
indirect expenses on the basis of 
direct charges of each activity of 
the company, such as producing, 
drilling, transportation, refining and 
sales. In turn, the overhead allo- 
cated to the producing or extraction 
activity must be apportioned to 
each property and here the inference 
from the regulations is to apportion 
such costs on the basis of the rela- 
tive production from each property. 

Problems arise in an attempt to 
follow the regulation with respect 
to the allocation of overhead, first 
to the activities of the taxpayer 
and then as between properties. 
For example, an independent oil 


producer operating in corporate 
form may have, over the years, by 
wise investment and prudent man- 
agement, accumulated a portfolio of 
stocks from which a very substan- 
tial amount of income is received 
each year. In addition, substantial 
sums may have been invested in 
royalties and leases that have 
prospect of becoming productive. 
Direct expenses of the several 
classes of operations are for the 
most part in connection with oil 
and gas production. General office 
overhead is generally more or less 
stable, as the addition of invest- 
ment income to the income from 
production usually requires only a 
negligible change in office personnel. 
The taxpayer’s attempts to “fairly 
apportion” the overhead to the 
investment income and oil income 
are likely to run head-on into the 
revenue agent’s insistence on fol- 
lowing the apparent requirements 
of the regulations as to allocation 
of overhead. The Treasury’s allo- 
cation may reduce substantially 
the depletion allowance claimed and 
necessitate an appeal to the Tax 
Court in an effort to obtain a more 
equitable apportionment. 


Option to Deduct Intangible Drilling 
and Development Costs: 

The regulations provide for an 
optional method of accounting for 
the intangible cost of drilling and 
development of oil and gas prop- 
erties. The option has been in the 
regulations since 1917, but it was 
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not until 1943, when a new election 
with respect to both productive and 
nonproductive wells was granted, 
that taxpayers have felt that they 
were on firm ground in this respect. 
Difficulties had been encountered 
with respect to the amount de- 
ducted under the option where 
leases were acquired by assignment 
in consideration of drilling prior to 
the actual drilling, “turn-key” con- 
tract wells and under other condi- 
tions too numerous to recite. 

With the new election for taxable 
years beginning after December 31, 
1942, the Treasury’s policy is well 
defined. 

The regulation makes it clear that 
the option is available to the opera- 
tor, who is defined to be “‘one who 
holds a working interest or operat- 
ing interest in any tract or parcel of 
land either as a fee owner or under 
a lease or any other form of con- 
tract granting working or operating 
rights.” 

Intangible drilling and develop- 
ment costs have been defined to in- 
clude the cost to operators of any 
drilling or development work done 
for them by contractors under any 
form of contract including “turn- 
key” contracts. However, amounts 
payable only from production or 
gross proceeds from production and 
amounts properly classed as depre- 
ciable property in such contracts 
have been excluded. 

The option now clearly includes 
all costs of drilling and development 
undertaken by an operator, whether 





directly or through a_ contract, 
whether incurred by him prior or 
subsequent to the formal assign- 
ment or grant to him of operating 
rights; except where drilling is un- 
dertaken for the assignment or 
grant of a fraction of the operating 
rights, only the part of the cost 
attributable to such fractional 
interest is regarded as coming within 
the option. 

Operators who have elected to 
capitalize intangible drilling and 
development costs have a separate 
election with respect to nonpro- 
ductive wells. 

The Treasury has recently issued 
Mim. 6754, interpreting the regula- 
tion as to what costs can be included 
in the election to expense intangi- 
bles. This memorandum limits the 
expensing of intangible develop- 
ment costs to those costs incurred 
in preparation of the wells for the 
production of oil and gas and ex- 
cludes any costs incurred in the 
preparation of the lease for the pro- 
duction of oil and gas. The well has 
been prepared for production of oil 
and gas when the casing and choke 
have been installed. Pumping 
equipment, flow lines, separators, 
storage facilities, treating equip- 
ment, etc., are considered produc- 
tion facilities. The option includes 
the cost of installation of the tanks 
and pipe lines and other physical 
equipment necessary for the drilling 
of the wells and preparing them for 
production such as fuel tanks and 
gas and water lines used in drilling, 
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but not the pipe lines and tanks 
used in production. 


Methods of Arranging for Operation 
of Oil Properties: 

There are probably as many ways 
of working out a deal for the opera- 
tion of oil properties between land- 
owner and producer, producer and 
drilling contractor, producer and in- 
vestors or between producers, as 
there are people to negotiate or 
legal draftsmen to draw the docu- 
ments under which these operations 
are conducted. Therefore, any dis- 
cussion will of necessity have to be 
general as it is impossible to cover 
the various forms in which each 
particular deal can be cast. 


“Farm-Outs”’: 

“‘Farm-outs” readily illustrate the 
variety of ways in which transac- 
tions may be cast. A farm-out may 
be illustrated by a transaction in 
which Jones owns the entire work- 
ing interest in a particular tract and 
transfers an undivided 3/4 working 
interest in it to Smith. Smith 
agrees to develop the property by 
drilling one or more wells free of cost 
to Jones. Smith as owner of 3/4 of 
the working interest is entitled to 
deduct 3/4 of the intangible drilling 
and development costs and must 
capitalize the other 1/4 of his costs 
as costs of the interest acquired. 
Jones is entitled to depletion based 
on 1/4 of the gross income received 
and Smith is entitled to depletion 
based on 3/4 of the gross income 
received. However, in the initial 


development period, Smith may or 
may not sustain any depletion, ex- 
cept through reference to cost. 

If Smith does not wish to deal on 
the basis outlined above and takes 
the position that he will not risk his 
money unless he can deduct all of 
the intangible costs, Jones may 
enter into a farm-out which would 
give Smith this right under the 
regulations. This arrangement may 
be accomplished in a number of 
ways: (1) Jones transfers the entire 
working interest in the tract to 
Smith and retains an overriding 
royalty interest. (2) Jones transfers 
the entire working interest in the 
tract to Smith and retains only a 
net profit interest. (3) Jones trans- 
fers the entire working interest in 
the tract to Smith and retains an 
oil payment. (4) Jones transfers the 
entire working interest in the por- 
tion of the tract upon which the well 
is to be drilled and 1/4 interest in 
the balance of the tract. 

In each of these illustrations, 
Smith is entitled to deduct all of 
the intangible drilling and develop- 
ment costs against his income from 
the property. The regulations de- 
fines an operator as “‘one who holds 
a working or operating interest in 
any tract or parcel of land either as 
a fee owner or under a lease or any 
other form of contract granting 
working or operating rights.” 


Exchange of Leases: 


Jones and Smith each own leases 
in an area that has been developed 
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until their respective leases have 
increased in value many times over 
their initial investment. Jones’ 
lease is in the “fair way” and for 
this reason has a value several 
times that of the lease belonging to 
Smith, which is on the fringe. Smith 
is in a relatively high income tax 
bracket and is looking for favorable 
properties to drill during the year, 
anticipating that production, if any, 
will not be until the next year. 
Jones is not so fortunate as Smith 
as respects income, but neither 
wishes to realize capital gains result- 
ing from the sale of their properties. 
Jones can assign a 1/2 interest in his 
lease to Smith in exchange for a 
1/2 interest in Smith’s lease and in 
addition Smith agrees to drill a 
well on Jones’ lease. Smith can 
deduct the 1/2 intangible costs ap- 
plicable to his interest and will be 
required to capitalize the 1/2 with 
respect to the interest acquired. 
Smith might prevail upon Jones to 
assign all his interest except for an 
override, oil payment or net profit 
interest and thus be entitled to de- 
duct the full amount of intangible 
costs. 

If in the development of the 
above properties Smith finds that 
off-set well requirements or other 
contingencies which he could not 
foresee when the transaction was 
initiated require more cash than he 
had anticipated, part of the drilling 
costs could be arranged under a 
contract whereby the driller re- 
ceived an interest in the property 


until such time as he had been reim- 
bursed for his costs. Of course the 
amount of intangible costs to Smith 
would be reduced by this arrange- 
ment. Also, Smith could finance the 
drilling by sale of an oil payment 
for cash in an arrangement whereby 
the cash received was pledged for 
development of the property. Smith 
may even exchange an oil payment 
for equipment to be used on the 
lease. However, in this arrange- 
ment, rulings indicate that the con- 
tract should be negotiated before 
liability has been incurred for the 
equipment so as to avoid a taxable 
transaction. 


Methods of Disposing of Oil Proper- 
lies: 

In the course of events, Jones 
wishes to dispose of a part of his oil 
and gas interests. One of his proper- 
ties can be sold for $200,000. Pur- 
chaser is in a position to pay cash 
for the property, but after consider- 
ing the pay-out period decides that 
he does not wish to tie up $200,000 
for the period of time that it will 
require to recover this amount 
through depletion. Purchaser is 
willing to acquire all operating 
rights and obligations from Jones 
and as a result, Jones sells the rights 
to Purchaser for $25,000 and retains 
an oil payment for $175,000 payable 
from 3/4 of the production under 
the lease. The oil payment is then 
sold to an investor. Jones has 
realized $200,000. Purchaser will 
realize only 1/4 as much income 
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during the pay-out period. How- 
ever, having only $25,000 invested 
and disregarding operating costs 
and taxes, when the property has 
produced $265,909 of production, 
Purchaser will have recovered his 
investment of $25,000 through de- 
pletion and the oil payment obli- 
gation will be retired, thus making 
the proceeds from the full interest 
available to him. However, if he 
had invested $200,000 of his funds, 
the property would have to produce 


$727,273 of production before his 
$200,000 would be recovered 

through percentage depletion. 

Oil Payment 
and 

$25,000 $200,000 
Invested Invested 
Oil runs required to 
produce percentage 
depletion equivalent 
to investment...... 
Oil runs required to 
liquidate oil payment 





$ 90,909 $727,273 


175,000 
265,909 $727,273 














Reorganization of the Bureau of Internal Revenue 
(Continued from page 5) 


Curtailment of Taxpayer's Avenues 
of Appeal: 

Fear is being expressed that under 
the reorganization set-up of the 
Bureau, taxpayers will find their 
avenues of appeal within the Bureau 
somewhat curtailed as the revenue 
agent’s formal conference has been 
eliminated. The Bureau will say 
that the informal conference pro- 
cedure set up under the reorganiza- 
tion takes the place of the previous 
agent’s conference. 

This is not true because the 
agent’s technical advisor, the group 
chief, will conduct the conference. 
It would seem that this procedure 
will result in many instances of the 
group chief telling the agent to take 
certain action and thereafter hold- 
ing a conference to determine (hard- 
ly impartially) if the agent’s action 
was proper. 

Secondly, conducting conferences 
is a full-time job. It requires much 


research and study of the case and 
the group chief probably will not 
have sufficient time to properly con- 
duct the conferences. 


In spite of the fact that the in- 
formal conference is inadequate, 
such conferences should be requested 
in all cases, 


Since the avenues of appeal are 
curtailed, it appears even more im- 
portant, wherever possible, to get 
rulings in advance on transactions 
and deductions which are likely to 
be questioned. Also, as previously 
mentioned, in a proper case it might 
be advisable to request that the 
agent seek advice from Washington 
after the examination is commenced. 


Last and very important, now 
more than ever, it is important to 
settle any controversy with the 
agent prior to the time the matter 
has advanced to even the informal 
conference stage. 
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Western Hemisphere Trade Corporations and 
Other Special Set-Ups for Conducting 


Foreign Business 


By JULIAN O. PHELPS 
(Chicago Office) 


When the tax rate of a corpora- 
tion reaches 82 per cent the manage- 
ment becomes keenly interested in 
any possibility of tax relief. If the 
company is engaged in foreign trade, 
relief may be available. The likeli- 
hood depends on the method of 
operation and the corporate struc- 
ture. 

The most elementary method of 
operation in foreign trade might be 
called the “‘mail order’”’ method. A 
company having no activities in the 
foreign countries receives orders in 
its United States office for its prod- 
ucts and makes shipment to the 
foreign customer. A company desir- 
ing more foreign activity may send 
out salesmen; it may arrange for 
agents in the foreign countries; it 
may have distributors there; it may 
set up its own branches, or it may 
even establish factories. 

The corporate structure, insofar 
as it concerns foreign trade, may 
consist of a single company—the 
operating company in the United 
States. In a more elaborate set-up, 
domestic subsidiaries may be estab- 
lished with a view to qualifying 
under the provisions of the Internal 
Revenue Code relating to Western 
Hemisphere trade corporations and 





to corporations generally which de- 
rive income from sources outside the 
United States. Another possibility 
is the establishment of one or more 
foreign corporations. 

The single corporation is the sim- 
plest form of corporate structure. 
As far as administrative expense is 
concerned it is the least expensive. 
Losses in foreign operations may be 
offset against profits from domestic 
operations. No tax on intercom- 
pany dividends will be payable. 
However, any profits from foreign 
operations will be taxed currently at 
the highest effective rate. 


WESTERN HEMISPHERE 
TRADE CORPORATIONS 


By availing itself of the Western 
Hemisphere trade corporation pro- 
visions in section 109 of the Internal 
Revenue Code, a company which 
pays excess profits tax in the 30 per 
cent bracket may reduce the tax 
rate on its foreign profits from 82 
per cent to 38 per cent. The reduc- 
tion comes about because a Western 
Hemisphere trade corporation auto- 
matically qualifies for exemption 
from excess profits tax under section 
454(f) and in addition is entitled to 
a credit of 27 per cent of its normal- 
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tax net income in computing its 
regular income tax. Foreign tax 
credits reduce the effective rate of 
U. S. tax on foreign income whether 
or not Western Hemisphere trade 
corporations are involved. 

The usual procedure in taking ad- 
vantage of these special provisions 
is to set up a selling subsidiary de- 
signed to qualify under section 109. 
The parent company manufactures 
the product and sells it to the sub- 
sidiary and the subsidiary makes the 
sale in the foreign country. Profits 
transferred from the subsidiary to 
the parent are exempt from excess 
profits tax and the income tax under 
current law is at an effective rate of 
7.8 per cent, as a result of the cor- 
porate dividends received credit. If 
it becomes desirable to liquidate 
the subsidiary, any gain realized by 
the parent on the liquidation would 
be exempt from tax under section 
112(b) (6). 

Section 109 was added to the In- 
ternal Revenue Code by the Reve- 
nue Act of 1942. The report of the 
Senate Finance Committee on that 
Act stated that “American corpo- 
rations trading in foreign countries 
within the Western Hemisphere are 
placed at a considerable competitive 
disadvantage with foreign corpora- 
tions under the tax rates provided 
by the bill.” (The maximum tax 
rate at the time was 90 per cent, or 
81 per cent after post-war refund.) 
The report went on to say that relief 
was being given “to alleviate this 
competitive inequality.” 


It is reported that up to 1951 only 
about 200 corporations had taken 
advantage of section 109. There 
has been a great renewal of interest 
in the provision since the enactment 
of the Excess Profits Tax Act of 
1950. Certainly hundreds, and per- 
haps thousands, of corporations 
have been organized in the last two 
years with a view to qualifying as 
Western Hemisphere trade corpo- 
rations. 

To qualify under section 109, a 
corporation must be incorporated 
in the United States and must meet 
the three following tests: 


(1) Allofits business must be done in North, 
Central or South America, the West 
Indies or Newfoundland. 


(2) At least 90 per cent of its gross income 
must be from the active conduct of 
a trade or business. 


(3) At least 95 per cent of its gross income 
must be from sources outside the 
United States. 


The first two requirements pre- 
sent no difficulty in the great 
majority of cases. It is in connec- 
tion with the third requirement 
that most of the problems arise. 


Source of Income: 


If more than 5 per cent of the 
gross income is from sources within 
the United States, the hoped-for 
tax benefit from setting up the 
company will be lost. Section 109 
does not state how the source is to 
be determined, but section 119(e), 
which is also applicable in deter- 
mining the taxability of foreign 


em 





A, 
st 


1e 
of 


1€ 
1€ 


p= 
at 
C- 
it 











Western Hemisphere Trade Corporations 49 





corporations operating in the United 
States, states that the source of 
income from sales of personal prop- 
erty is the place where the sale is 
made. The result therefore depends 
on a determination that the sale is 
made outside the United States. 
Where a company has a foreign 
branch and the sale is made by 
that branch, it should be easy to 
establish that the sale is made out- 
side the United States. Problems 
arise when the company has no 
foreign branches. 

Lawyers state that the place of 
sale is the place where title passes, 
and that the parties to a sale can 
agree between themselves where 
title shall pass. A solution to the 
problem has been developed on the 
assumption that these rules apply. 
The customer states on his order 
that title will pass in the foreign 
port. The shipper’s invoice con- 
tains a similar statement. The 
shipping documents are made out 
to the shipper’s order and are sent 
to the shipper’s agent in the foreign 
port. The shipper’s agent may be 
the customer’s bank. The agent 
receives the documents and en- 
dorses them to the customer, there- 
by causing title to pass in the 
foreign port. Under the above rules 
of law the sale has taken place in 
the foreign port, and therefore, the 
advocates of this solution say, the 
source of income is without the 
United States. 

The Treasury, however, appar- 
ently does not accept this solution 


and recently advised a taxpayer 
that a favorable ruling (holding that 
a company qualified as a Western 
Hemisphere trade corporation) 
would be issued only where the com- 
pany had substantial business activ- 
ity abroad and a fixed place of busi- 
ness abroad through which con- 
tracts were negotiated and delivery 
was arranged. While the Treasury 
is notoriously conservative in the 
issuance of rulings, there may be 
some support for this position in 
the reference in the Senate report 
on the 1942 Act to trading in 
foreign countries. Perhaps, without 
representation in a foreign country, 
there can be no trading in that 
country. On the other hand, that 
report refers to the ‘“‘competitive 
disadvantage” resulting from the 
high United States tax rates. This 
disadvantage would seem to exist 
equally whether or not the Ameri- 
can shipper had a foreign repre- 
sentative. 

The situation would seem to be 
one where past experience with 
revenue agents’ examinations of 
Western Hemisphere trade corpo- 
rations will have little significance 
in the future. There were rela- 
tively few such corporations and 
the problem may have aroused 
little interest in the Treasury. 
Presumably the Treasury will give 
it more attention hereafter in view 
of the large number of new com- 
panies which will be claiming the 
benefits of section 109. Under the 
reorganization plan of the Bureau 
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of Internal Revenue, all returns 

sent to Washington for post review 

which involve that section will be 
referred to the new office of the 

Assistant Commissioner, Technical. 

This centralized review may mean 

that a single well-developed policy 

will be applied in all cases. 

The determination of the source 
of income seems bound to lead to 
conflicts between taxpayers and the 
Treasury which the courts will be 
asked to settle. In the meantime, 
interested groups are reported to 
be studying the possibility of a 
legislative solution. For example, 
Congress might be asked for an 
amendment which would make the 
location of the buyer the source of 
the income. Factors which may 
help to bring about such legislation 
include the following: 

(1) Big business can establish foreign 
branches more easily than small busi- 
ness. Small business will need help 
and it is politically popular to aid 
small business. 

(2) The government has shown great 
interest in promoting foreign trade. 

(3) The large number of companies which 
hope to qualify as Western Hemi- 
sphere trade corporations will result 
in a widespread interest in Congress. 

(4) As countries such as Germany resume 
their old place in foreign trade, foreign 
competition will become more intense 
and our exporters will need all the 
help they can get. 


Several companies are reported 
to be forestalling the foreign repre- 
sentation problem by setting up a 
single branch in some convenient 





foreign location, establishing a stock 
of goods there and handling foreign 
business in the Western Hemis- 
phere through that branch. Panama 
appears to be the most popular 
location for this purpose. It has a 
central location, at least with re- 
spect to South American business. 
It has warehouse, shipping and 
banking facilities. A free zone 
eliminates the inconvenience of 
customs and payment of duty on 
merchandise which merely passes 
through the country. Its income 
tax does not apply to the profit on 
a sale of such merchandise. Per- 
haps most important, the Pana- 
Manian government appears to be 
sincerely interested in getting such 
business into the country. 

A practical way of looking at the 
problem is to ask what the penalty 
will be if a subsidiary, which has 
been created to qualify under sec- 
tion 109, fails to pass the “source 
of income” test. The parent will 
have gone to the expense and 
trouble of setting up the subsidiary 
and making revisions in its pro- 
cedures. There may be additional 
expense in foreign countries because 
of the change. If these considera- 
tions will be minor, the only real 
penalty may be that the subsidiary 
will pay the same rate of tax that 
would have applied if the business 
had been left in the parent com- 
pany. The possibility which would 
give the greatest cause for concern 
is the chance that the subsidiary 
might pay excess profits tax on 
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profits which would not be subject 
to that tax if left in the parent 
company. 


Transfer Price: 


Assuming that the subsidiary 
will qualify as a Western Hemis- 
phere trade corporation, the next 
problem is to determine the amount 
of profit that can be shifted from 
the parent company to the sub- 
sidiary and thus be taxed at the 
low rate. That profit will depend 
on the transfer price, that is, the 
price at which the parent company 
bills the subsidiary. Can the sub- 
sidiary report all the profit on the 
transaction, and the parent report 
no profit? Or must the transfer 
price be high enough to give the 
parent a reasonable profit for func- 
tions it has performed, which may 
include manufacturing, develop- 
ment and other activities? 

A general rule in tax law gives 
the Treasury the right to make such 
allocations of income between re- 
lated companies as are necessary 
to reflect clearly the income of 
both companies. On the other 
hand, some companies argue that 
the purpose of section 109, accord- 
ing to the Senate report on the 1942 
Act, was to alleviate ‘competitive 
inequality’ and that purpose could 
be more fully realized by applying 
the lower tax rate to the full profit 
on the product. As yet, no pro- 
nouncement on the question has 
been made by the courts. 


In the preparation of this paper 
a survey was made of available 
sources to determine what proce- 
dure was being used in practice to 
arrive at the transfer price. It 
appeared that the practices adopted 
fall into three general categories, 
as follows: 
(1) Factory cost plus a percentage of factory 
cost, which percentage was generally 
in the range from 5 to 10 per cent. 


(This practice appeared to be most 
prevalent of the three.) 


(2) In the case of large groups of affiliated 
companies where sales were already 
being made to other affiliates, the 
same price as other affiliates were 
being charged. 


(3) Bare factory cost. 


Allocation of Excess Profits Credit 
under Part IT: 


Where the excess profits credit 
is computed under the income 
method, and a part of a business 
is split off to a new subsidiary, Part 
II of the excess profits tax law re- 
quires that a portion of the parent’s 
excess profits credit be taken from 
it and made available to the sub- 
sidiary company. The law makes 
no exception where the subsidiary 
has no use for an excess profits 
credit because exempt from excess 
profits tax, as in the case of a 
Western Hemisphere trade corpo- 
ration. In general, the credit is to 
be allocated between the parent 
company and the subsidiary in the 
ratio of the aggregate fair market 
value of the assets transferred to 
the aggregate fair market value of 
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the assets retained by the parent. 
The reason for this rule is that the 
earnings from the capital trans- 
ferred to the subsidiary were in- 
cluded in the base period of the 
parent, and it would therefore be 
unfair to use the entire earnings of 
that period as a measure of normal 
earnings for an excess profits tax 
year after the transfer. 

It is obvious that the lower the 
value of the assets transferred to 
the subsidiary, the lower will be 
the allocation of excess profits 
credit required under Part II. Pro- 
cedures which may help to achieve 
a lower allocation include the fol- 
lowing: 

1. Capitalize the subsidiary at a relatively 
low amount and sell merchandise to 
it on open account on terms long 
enough to enable it to make repay- 
ment out of collections (a procedure 
which is recognized to some extent in 
business generally). 

2. If the subsidiary needs further capital, 
the best tax result generally follows if 
funds are advanced on open account. 
If this cannot be done, however, the 
subsidiary may obtain necessary fi- 
nancing through bank loans, with the 
assistance of a guaranty from the 
parent if necessary, or the parent may 
advance the capital as paid-in surplus. 
(Under a technicality of the excess 
profits tax law, it appears that no 
allocation of excess profits credit 


would be required in such a case under 
Part II.) 


3. The intercompany arrangements should 
be such that the Treasury cannot con- 
tend that intangible assets with a high 
value have been transferred to the sub- 
sidiary. A provision in the intercom- 
pany contract that all of the subsidi- 


ary’s rights are cancellable on 30 days’ 
notice from the parent may be helpful 
in this respect. 


As a practical measure, where it 
appears that the allocation under 
Part II would be trivial, some 
companies have followed the pro- 
cedure of disregarding Part II. 


FOREIGN OPERATIONS OUTSIDE THE 
WESTERN HEMISPHERE 


The benefits of the Western 
Hemisphere trade corporation pro- 
visions are available only with 
respect to business in the Western 
Hemisphere. Partial relief is avail- 
able for domestic corporations 
engaged in business elsewhere 
through an exemption from excess 
profits tax. No relief from income 
tax is granted. Two tests must be 
passed for the excess profits tax 
exemption: 

1, At least 95 per cent of the gross income 


must be from sources outside the 
United States. 


2. At least 50 per cent of the gross income 
must be from the active conduct of a 
trade or business. 


The discussion supra of ‘‘source 
of income,” “transfer price,’’ and 
allocation of excess profits credit 
applies to corporations seeking to 
qualify for this exemption as well 
as to Western Hemisphere trade 
corporations. 

In view of the wider interest of 
the United States in foreign affairs 
today as compared with the period 
up to ten years ago, the reason for 
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distinguishing Western Hemisphere 
business from Eastern Hemisphere 
business for tax purposes is disap- 
pearing. Recognizing this condi- 
tion, interested groups are reported 
to be studying the possibility of 
legislation which will extend the 
same measure of relief to all foreign 
business. 


FOREIGN CORPORATIONS 


The relief provisions for Western 
Hemisphere trade corporations and 
the excess profits tax exemption 
just discussed relate only to com- 
panies incorporated in the United 
States. Sometimes there may be 
conditions which make incorpo- 
ration in a foreign country prefer- 
able or even essential. The factors 
to be taken into account are 
complex and little can be offered 
in the way of general rules for 
selecting the corporate situs. Judg- 
ing from observation of business 
practice, foreign incorporation is 
preferred when a foreign plant is 
to be operated. It also may help 
to combat a prejudice on the part 
of foreign customers against dealing 
with an outside concern. In some 
countries, there may be no choice 
and a concern doing business there 
must be incorporated locally. Help- 
ful information on the above and 
other pertinent matters can usually 
be obtained from the following 
sources : 

1. The consular offices of the foreign coun- 


tries in the United States and particu- 
larly the consulates-general in the 


larger cities. Some foreign countries 
have trade commissions in our prin- 
cipal cities for the primary purpose of 
giving such advice to American busi- 
nessmen. 


2. The foreign offices and correspondents of 


our firm. 


3. Other American corporations already en- 
gaged in business in the particular 
foreign area. 


Where the American operating 
company is a closely held corpora- 
tion it may be desirable for the 
stockholders to own the foreign 
corporation directly. Then only 
one tax is imposed on dividends 
from the foreign corporation rather 
than the double tax incurred if 
foreign earnings are first paid to 
the parent company and then dis- 
tributed to its stockholders. 

Accountants and others who give 
advice or assistance with respect 
to the formation of foreign corpo- 
rations are required to file with 
the Treasury a return on Form 959. 
A statement of the pertinent facts 
including the advice or assistance 
given is to be included in the 
return. This requirement is a hold- 
over from 1937 when there was 
concern in Washington about the 
evasion of taxes through the use 
of foreign personal holding com- 
panies. 


OPERATION IN PUERTO RICO 


Several months ago the Wail 
Street Journal carried a headline: 
“Tax Utopia.’ The reference was 
to Puerto Rico. 
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Puerto Rico has suffered from a 
dense population, little in the way 
of natural resources, and little 
industry. It also has a peculiar 
tax status. Although a possession 
of the United States, it writes its 
own tax laws. 

To improve its economic condi- 
tion, Puerto Rico embarked in 1947 
on a tax-exemption program to 
encourage industry to move into 
the island. Under this program 
complete exemption will be given 
to qualified firms up to 1959 from 
income and property taxes and 
from most excise taxes. The exemp- 
tions are gradually reduced after 
1959 and will be eliminated by 
1962, although there is always the 
possibility that further extensions 
will be granted. 

The tax exemption is allowed in 
general to industries which were 
not represented on the island before 
1947, also to industries which fall 
into 42 prescribed categories. These 
categories include assembling 
plants and various industries which 
will fit best into the present econo- 
my of the island, in general those 
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industries in which labor cost bears 
a high relation to cost of materials. 
The government of Puerto Rico 
will sometimes build a plant for 
lease to a company which qualifies 
for the exemption. It also has a 
program for training the workers 
required by the new industries. 
The exempt business may be 
operated in Puerto Rico by a sole 
proprietorship, by a partnership, 
by a Puerto Rico corporation, by 
any American corporation, includ- 
ing Western Hemisphere trade 
corporations, or corporations quali- 
fied under section 251 of the Inter- 
nal Revenue Code (relating to 
corporations with income from 
sources within possessions of the 
United States), or by a foreign 
corporation. The relative advan- 
tages of the various forms of 
organization will depend on the 
circumstances in each situation. 
The government of Puerto Rico 
has offices in Washington, New 
York, Chicago and Los Angeles, 
where full information with respect 
to its industrial expansion and tax 
exemption program can be obtained. 
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